EMPLOYMENT CLASSIHCATION ISSUES 


HEARINGS 

BEFORE THE 

SUBCOMMITTEE ON OVERSIGHT 

OF THE 

COMMITTEE ON WAYS AND MEANS 
HOUSE OF REPRESENTATIVES 

ONE HUNDRED FOURTH CONGRESS 

SECOND SESSION 

JUNE 4 AND 20, 1996 

Serial 104-84 


Printed for the use of the Committee on Ways and Means 



41-329 CC 


U.S. GOVERNMENT PRINTING OFFICE 
WASHINGTON ; 1997 


AUTHENTICATED 
U.S. GOVERNMENT 
INFORMATION ^ 


For sale by the U.S. Government ftinting Office 
Superintendent of Documents, Coagr^sional Sales Office, Washington, DC 20402 
ISBN 0-16-055342-3 


COMMITTEE ON WAYS AND MEANS 

BILL ARCHER, Texas, Chairman 


PHILIP M. CRANE, IlUnois 
BILL THOMAS, CaUfornia 
E. CLAY SHAW, Jr., Florida 
NANCY L. JOHNSON, Connecticut 
JIM SUNNING, Kentucky 
AMO HOUGHTON, New York 
WALLY HERGER, CaUfornia 
JIM McCRERY, Louisiana 
MEL HANCOCK, Missouri 
DAVE CAMP, Michigan 
JIM RAMSTAD, Minnesota 
DICK ZIMMER, New Jersey 
JIM NUSSLE, Iowa 
SAM JOHNSON, Texas 
JENNIFER DUNN, Washington 
MAC COLLINS, Georgia 
ROB PORTMAN, Ohio 
JIMMY HAYES, Louisiana 
GREG LAUGHLIN, Texas 
PHILIP S. ENGLISH, Pennsylvania 
JOHN ENSIGN, Nevada 
JON CHRISTENSEN, Nebraska 


SAM M. GIBBONS, Florida 
CHARLES B. RANGEL, New York 
FORTNEY PETE STARK, California 
ANDY JACOBS, jR., Indiana 
HAROLD E. FORD, Tennessee 
ROBERT T. MATSUI, CaUfornia 
BARBARA B. KENNELLY, Connecticut 
WILLIAM J. COYNE, Pennsylvania 
SANDER M. LEVIN, Michigan 
BENJAMIN L. CARDIN, Maryland 
JIM MCDERMOTT, Washington 
GERALD D. KLECZKA, Wisconsin 
JOHN LEWIS, Georgia 
L.F. PAYNE, Vir^nia 
RICHARD E. NEAL, Massachusetts 
MICHAEL R. McNULTY, New York 


PHrLLip D. Moseley, Chief of Staff 
Janice Mavs, Minority Chief Counsel 


Subcommittee on Oversight 


NANCY L. JOHNSON, Connecticut. Chairman 


WALLY HERGER, CaUfornia 
MEL HANCOCK, Missouri 
ROB PORTMAN, Ohio 
JIM RAMSTAD, Minnesota 
DICK ZIMMER, New Jersey 
GREG LAUGHLIN, Texas 
JIMMY HAYES, Louisiana 


ROBERT T. MATSUI, CaUfornia 
GERALD D. KLECZKA, Wisconsin 
BENJAMIN L. CARDIN, Maryland 
JIM McDERMOTT, Washington 
MICHAEL R. McNULTY, New York 


(II) 



CONTENTS 


Page 

Advisories announcing the hearings 2 

WITNESSES 

U.S. Department of the Treasury, Donald C. Lubick, Acting Assistant 

Secretary for Tax Policy Ill 

Internal Revenue Service, Hon. Margaret Milner Richardson, Commissioner; 
accompanied by Stuart L. Brown, Chief Council; and Marty Washburn, 

National Director, Special^ Taxes 128 

U.S. General Accounting Office, Natwar M. Gandhi, Associate Director, Tax 
Policy and Administration Issues; accompanied by Tom Short, Assistant 
Director, Tax Policy 158 


Abalos & Associates, P.C., Phoenix, AZ, Sandra A. Abalos 27 

American Association of Independent Newspaper Distributors, Clyde 

Northrop 240 

American Bar Association, Section of Taxation, Larry A. Campagna 178 

Association of Retail Travel Agents, Harrisburg, PA, Lauraday KeUey 90 

Barbee, David, Hospital Resource Personnel, Inc., Augusta, GA, and Inde- 
pendent Contractor Association of America 33 

Bolt, David, DC Wiring, Inc., Swedesboro, NJ, 46 

Bryan, Scott, Pacific Decorating Centers, Anaheim, CA 75 

Budzinski, John, Steamfitters Union Local 601, Milwaukee, WI 81 

Carteret County News-Times, Moorehead City, NC, Lockwood Phillips 250 

Campagna, Larry A., Chamberlain, Hrdlicka, White, Williams & Martin, 
Houston, TX; on behalf of American Bar Association, Section of Taxation .... 178 

Christensen, Hon. Jon, a Representative in Congress from the State of 

Nebraska 11 

Coalition for Fair Worker Classification, James C. Pyles 234 

Coalition for Travel Industry Profitability, Harrisburg, PA, Lauraday Kelley .. 90 

DC Wiring, Inc., Swedesboro, NJ: 

David Bolt 

Mike McCarthy 46 

Doctor, Leonard, National Association of State Farm Agents 260 

Gee, Jr., Edgar H., Knoxville, TN 48 

Gilchrest, Hon. Wayne T., a Representative in Congress from the State of 

Maryland 103 

Gramm, Hon. Phil, a U.S. Senator from the State of Texas 9 

Home Health Services and Staffing Association, Alexandria, VA, James C. 

Pyles 234 

Horton, Debbi-Jo, DJ Horton & Associates, East Providence, RI; and the 

White House Conference on Small Business 209 

Hospital Resource Personnel, Inc., Augusta, GA, David Barbee 33 

Independent Contractor Association of America, David Barbee 33 

Kane, Raymond Peter, Pisa Brothers Travel Service, NY, NY 85 

Kelley, Lauraday, Association of Retail Travel Agents, and Coalition of Travel 

Industry Profitability, Harrisburg, PA 90 

Kessler, Wayne, LDW, Inc, Bensalem, PA 42 

Kim, Hon. Jay, a Representative in Congress from the State of California 16 

Kraus, Sherry S., New York State Bar Association 189 

LDW, Inc., Bensalem, PA, Wayne Kessler 42 

Meek, J. Sam, Talbot County Public Schools, Talbot County, MD 69 

National Association of Computer Consultant businesses, Harvey J Shulman . 196 

National Association of State Farm Agents, Leonard Doctor 260 

National Newspaper Association, Lockwood Phillips 249 


(III) 



Page 


New York State Bar Association: 

Sherry S. Kraus 189 

Richard L. Reinhold 184 

Northrop, Clyde, American Association of Independent Newspaper Distribu- 
tors 240 

Pacific Decorating Centers, Anaheim, CA, Scott Bryan 75 

Pfotenhauer, Kurt, United Parcel Service 228 

Phillips, Lockwood, Carteret County News-Times, Moorehead City, NC, on 

behalf of the National Newspaper Association 249 

Pisa Brothers Travel Service, New York, NY, Ra 3 niiond Peter Kane 85 

Pyles, James C., Home Health Services and Staffing Association, Alexandria, 

VA, and Coalition for Fair Worker Classification 234 

Reinhold, Richard L., New York State Bar Association 184 

Shulman, Harvey J., Ginsburg, Feldman and Bress; and National Association 

of Computer Consultant Businesses 196 

Steamfitters Union Local 601, Milwaukee, WI, John Budzinski 81 

Talbot County Public Schools, Talbot County, MD, J. Sam Meek 69 

White House Conference on Small Business, Debbi-Jo Horton 209 

United Parcel Service, Kurt Pfotenhauer 228 

SUBMISSIONS FOR THE RECORD 

American Federation of Labor and Congress of Industrial Organizations, 

statement 319 

American Movers Conference, Alexandria, VA, Joseph M. Harrison, 

statement 326 

American Pa 3 Toll Association, Carol}® Kelley, statement 330 

American F^pwood Association, Inc., Julie Leigh Gackenbach, joint 

statement (see listing under Julie Leigh Gackenbach) 333 

American Society of Interior Designers, Kathy Ford Montgomery, statement .. 341 

American Trucking Associations, Inc., Alexandria, VA, statement 343 

Associated Builders and Contractors, Rosslyn, VA, statement 347 

Association of Alternate Postal Systems, Gaylord, MI, Kenneth L. Bradstreet, 

statement 350 

Brewster, Tom, Rockville, MD, statement and attachmants 352 

Building and Construction Trades Department, AFL-CIO, Robert A. 

Georgine, statement , 355 

Burgio, Patti, National Association of the Remodeling Industry, Arlington, 

VA, statement 409 

Computer Software Industry Association, Los Altos, CA, Kaye K. Caldwell, 

statement 360 

Congello, Angelo C., Sr., Encore Enterprises, Inc., South Hackensack, NJ, 

statement 379 

Construction Financial Management Association, Princeton, NJ, statement 

and attachment 362 

Cooper, Jeffrey, and Barry H. Frank, Mesirov Gelman Jaffe Cramer & 

Jamieson, Philadelphia, PA, statement 368 

Delegates to the White House Conference on Small Business, Piscataway, 

NJ, Joy J. Turner, letter 371 

Direct Selling Association, Neil H. Often, statement and attachment 375 

Drummer, Robert G., National Technical Services Association, Alexandria, 

VA, statement 425 

Encore Enterprises, Inc., South Hackensack, NJ, Angelo C. Congello, Sr., 


Fanelli, Robert, Independent Bakers Association, statement 381 

Frank, Barry H., and Jeffrey Cooper, Mesirov Gelman Jaffe Cramer & 

Jamieson, Philadelphia, PA, statement 368 

Gackenbach, Julie Leigh, American Pulpwood Association, Inc.; Independent 
Contractor Association of America, Inc.; Independent Insurance Agents of 
America; and National Association of Independent Insurers, joint state- 
ment 333 

Georgine, Robert A., Building and Construction Trades Department, AFL- 

CIO, statement 355 

Harrison, Joseph M., American Movers Conference, Alexandria, VA, 
statement 326 

<IV) 



Page 

Independent Bakers Association, Robert Fanelli, statement 381 

Independent Contractor Association of America, Inc., and Independent Insur- 
ance Agents of America, Julie Leigh Gackenbach, joint statement (see list- 
ing under Julie Leigh Gackenhach) 333 

Indiana Software Association, Michael F. Weisbard, statement 383 

International Association for Financial Planning, Atlanta, GA, statement 387 

International Brotherhood of Teamsters, statement 390 

International Taxicab and Livery Association, Kensington, MD, Mitchell 

Rouse, statement 393 

Kelley, Carol 3 m, American PajnroU Association, statement 330 

Lantos, Hon. Tom, a Representative in Congress from the State of California, 

statement and attachment 395 

Mechanical Contractors Association of America, Inc., Rockville, MD, 

statement 399 

Montgomery, Kathy Ford, American Society of Interior Designers, statement . 341 

National Association of Home Builders, statement 403 

National- Association of Independent Insurers, Julie Leigh Gackenbach, joint 

statement (see listing under Julie Leigh Gackenbach) 333 

National Association of the Remodeling Industry, Arlington, VA, Patti Burgio, 

statement 409 

National Cluh Association, statement and attachment 412 

National Federation of Independent Business, statement 417 

National Technical Services Association, Alexandria, VA, Robert G. Drummer, 

statement 425 

Offen, Neil H., Direct Selling Association, statement and attachment 375 

Rouse, Mitchell, International Taxicab and Livery Association, Kensington, 

MD, statement 393 

Securities Industry Association, statement 429 

Sinclaire, William T., U.S. Chamber of Commerce, statement 435 

Smith, Hon. Linda, a Representative in Congress from the State of Washing- 
ton, statement 432 

Software Industry Coalition, Santa Clara, CA, statement 433 

Turner, Joy J., Delegates to the White House Conference on Small Business, 

Kscataway, NJ, letter 371 

U.S. Chamber of Commerce, William T. Sinclaire, statement 435 

Weisbard, Michael F., Indiana Software Association, statement 383 


(V) 




EMPLOYMENT CLASSIFICATION ISSUES 


TUESDAY, JUNE 4, 1996 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, DC. 

The Subcommittee met, pursuant to call, at 9:35 a.m., in room 
1100, Longworth House Office Building, Hon. Nancy L. Johnson 
(Chairman of the Subcommittee) presiding. 

[The advisories announcing the hearings follow:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RELEASE CONTACT: (202)-225-7601 

May 23, 1996 
No. OV-13 


Johnson Announces Hearing on 
Employment Classification Issues 


Congresswoman Nancy L. Johnson (R-CT), Chairman of the Subcommittee on Oversight 
of the Committee on Ways and Means, today announced that the Subcommittee will hold a 
hearing to examine current issues relating to the classification of workers as employees or 
independent contractors for Federal tax purposes. The hearing will take place on Tuesday, 

June 4, 1996, in the main Committee hearing room, 1100 Longworth House Office Building, 
beginning at 9:30 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this hearing will 
be heard from invited witnesses only. Planned witnesses include officials from the Department of 
the Treasury and Internal Revenue Service (IRS), numerous small business owners, tax 
practitioners, and representatives from organized labor. Any individual or organization not 
scheduled for an oral appearance may submit a written statement for consideration by the 
Committee and for inclusion in the printed record of the hearing. 

BACKGROUND : 

The classification of workers as either employees or independent contractors for Federal 
tax purposes generally is determined under common law (i.e., nonstatutory) rules. Under the 
common law, if a person engaging the services of another has "the right to control and direct the 
individual who performs the services, not only as to the result to be accomplished by the work, but 
also as to the details and means by which that result is accomplished," then the relationship of 
employer and employee exists. 

Employment classification issues have long been the subject of considerable controversy 
between taxpayers and the IRS. In the late 1960s, the IRS significantly increased its employment 
tax audit activities. In cases when the IRS prevailed in reclassifying workers from independent 
contractors to employees under the common-law test, the employing business could be assessed 
significant amounts for Social Security and Medicare taxes (Federal Insurance Contributions Act 
or “FICA") and Federal Unemployment Tax Act (FUTA) taxes on behalf of the reclassified 
employees, even though the employees might have frilly paid their liabilities for self-employment 
and income taxes. In many cases, the back-tax liabilities assessed were so large that the 
companies were forced into bankruptcy. 

In response to this problem, Congress enacted section 530 of the Revenue Act 
of 1978 (P.L. 95-600). This provision generally allows a taxpayer to treat a worker as an 
independent contractor for employment tax purposes, regardless of the actual status under me 
common-law test, unless the taxpayer has no reasonable basis for such treatment. Under section 
530, a taxpayer is relieved from Federal employment tax liability when it can demonstrate that, in 
classifying its workers as independent contractors, it reasonably relied upon: (1) a past IRS audit 
of the taxpayer; (2) published rulings, a private letter ruling, or judicial precedents; (3) a long- 
standing recognized practice of a significant segment of the taxpayer's industry; or (4) any other 
reasonable basis. 
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The section 530 safe harbor was intended to alleviate what the Congress perceived as 
overly zealous pursuit and assessment of taxes and penalties by the IRS against employers who 
had, in good faith, misclassified their employees as independent contractors. The legislative 
history of this provision indicates that the Congress intended for the section 530 safe harbor relief 
to be liberally construed and applied by the IRS. 

In recent years, the IRS has again stepped up its errforcement efforts with regard to 
employment tax issues, particularly with regard to small businesses with assets of S3 million or 
less. The IRS has focused its enforcement resources in this area because its data suggests that such 
small businesses are the most likely to misclassify the status of workers. 

However, many small businesses undergoing employment tax audits do not have the 
financial resources necessary to litigate adverse determinations by the IRS, even where the IRS's 
determination was erroneous. Moreover, those who do appeal IRS efforts to reclassify their 
workers and successfully prevail in litigation may incur hundreds of thousands of dollars in 
administrative costs, accountant and attorney fees during the examination and admirtistrative 
, appeals phase which may not be fully recovered. Although Interrtal Revenue Code section 7430 
provides for the payment of attorney fees and certain costs by the Federal Government when 
taxpayers substantially prevail on the merits of their tax disputes with the IRS and the IRS’s 
position was not substantially justified, this provision ortiy applies to litigation costs incurred in 
connection with a court proceeding. 

At last year's White House Conference on Small Business, a legislative solution to the 
problem of the IRS's aggressiveness in recharacterizing independent contractors as employees was 
ranked the number one priority among smalt businesses. Although the Administration has no 
legislative proposal to address this issue, the IRS has several admirtistrative irtitiatives underway 
which attempt to address small businesses' concerns about the IRS's handling of worker 
classification issues. 

First, the IRS has developed a new classification settlement program which will be 
available for a two-year test period. Under this program, an optional standard settlement 
agreement will be offered to businesses which filed Form 1099 information returns, but failed to 
meet all other requirements for relief under section 530. The settlement agreement will require 
workers to be reclassified prospectively as employees and the taxpayer will pay an assessment not 
to exceed one year's liability. Second, the IRS has developed a new procedure to allow businesses, 
at their option, to appeal employment tax issues to the IRS Appeals Office while the examination 
is still in progress in order to allow quicker resolution of the worker classification issue. Finally, 
the IRS issued for public comment a draft of new trairting materials for IRS examiners wdio handle 
worker classification issues (comment period closed April 28, 1996), and will examine comments 
before instimting the training. 

Several bills have been introduced in this session of Congress to clarify the rules for 
classifying workers for Federal tax purposes, including H.R. 1972, the "Independent Contractor 
Tax Simplification Act of 19%," introduced by Representative Jon Christensen, and H.R. 582, the 
"Independent Contractor Tax Fairness Act of 1995," introduced by Representative Jay Kim. 

In aruiouncing the hearing. Subcommittee Chairman Nancy L. Johnson stated, "Although I 
am very encouraged by the IRS's worker classification initiatives and Commissioner Richardson's 
statements that this issue is one of the IRS's top concerns, I question whether these steps alone will 
be adequate to bring long-needed certainty to this area. I believe the Subcommittee needs to have 
a complete airing of this issue and to consider legislative proposals to clarify the classification of 
workers for Federal tax purposes." 
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FOCUS OF THE HEARING : 

The Subcommittee will examine cuirent problems with regard to classification of workers 
for tax purposes, including the IRS's handling of employment tax audit issues and reasons for its 
failure to liberally construe and administer the safe harbor rules created by section 530 of the 
Revenue Act of 1 978. The Subcommittee will also consider whether the IRS's recent worker 
classification initiatives (i.e., the settlement program, revised training materials, and appeals policy 
changes) will adequately address perceived problems in this area. In addition, the Subcommittee 
will receive testimony on proposed legislation to clarify the tax laws relating to worker 
classification (e.g., H.R. 1972 and H.R. 582). 

The Subcommittee will also examine whether modifications to the section 530 safe harbor 
rules are desirable. For example, should the section 530 safe harbor be modified to apply for 
income tax purposes as well as employment tax purposes? Is a statutory clarification of what 
constitutes a "significant segment" of the taxpayer's industry desirable? Finally, the Subcommittee 
will also examine independent contractor tax compliance and whether changes to improve 
compliance (e.g., expanded information reporting requirements or increases in penalties for failure 
to file Forms 1099) are desirable. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS ; 

Any person or organization wishing to submit a written statement for the printed record of 
the hearing should submit at least six (6) legal size copies of their statement, with their address and 
date of hearing noted, by the close of business, Tuesday, June 18, 1996, to Phillip D. Moseley, 
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1 102 Longworth 
House Office Building, Washington, D.C. 20515. If those filing written statements wish to have 
their statements distributed to the press and interested public at the hearing, they may deliver 
200 additional copies for this purpose to the Subcommittee on Oversight office, room 1 1 36 
Longworth House Office Building, at least one hour before the hearing begins. 

FORMATTING REOUIREMEMTS : 


Each statcncot prcfcnted for priatiag to the Coaaittcc by a witacai. aay wriRca atateneot or exhibit inbaitted for the priated 
record or any written coaaents la rcapoaae to a requeat for written coBaeats mwt coafora to the gaideliaea Ibted below. Any 
ilatemenl or exhibit not ia coapliaace with these luideliaes will not be printed, but will be aaiataiaed in the Coaaittee files for review 
and use by the Coramittee. 

1. All staleaents and any accoapanying exhibits for printing nnst be typed in single space oa legal-oizc paper aad may not 
exceed a total of 10 pages including itcaehmeats. 

2. Copies of whole documents submitted as exhibit materiai wW not be accepted for printing. Instead, exhibit aaterial should 
be referenced and quoted or paraphrased. All exhibit aaterial not aectiag these specincatioas aill be aaiataiaed ia the Committee flies 
for review and use by the Committee. 

3. A witness appearing at a public hearing, or submitting a statement for the record of a public bearing, or submitting written 
comments in response to a published request for comments by the Committee, mast iacindeoa bis statement or sabmimioa a list of all 
clients, persons, or organizations on whose behalf the witness appears. 

4. A supplemental sheet must accompany each slatemeat listing ^ name, full address, a telepbone number where the witneu 
or the designated represenutive may be reached and a topical outiiae or summary of the eomments and recommcndatioas in the full 
stateroeoL This suppiementai sheet will not be included in the priated record. 

The above restrictions and limitations apply only to material being submitted for printing. Statements and exhibits or supplementary 
material submitted solely for distribntioB to the Members, the press aad the public daring the course of a pnWk hearii^ may be 
submitted in other forms. 


Note: All Committee advisories and news releases are now available over the Internet at 
GOPHER.HOUSE.GOV, under 'HOUSE COMMITTEE INFORMATION'. 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON OVERSIGHT 

FOR IMMEDIATE RELEASE CONTACT; (202) 225-7601 

June 13, 1996 
No. OV-14 


Johnson Announces Second Day of Hearings 
on Employment Classification Issues 


Congresswoman Nancy L. Johnson (R-CT), Chainnan of the Subcommittee on 
Oversight of the Committee on Ways and Means, today announced that the Subcommittee will 
hold a second day of hearings to examine current isst^s relating to the classification of workers 
as employees or independent contractors for Federal tax purposes. The hearing will take 
place on Thursday, June 20, 1996, in the main Committee hearing room, 1100 Longworth 
House Office Building, beginning at 10:00 a«m. The first day of hearings took place on 
June 4, 1996. (See Subcommittee press release No. OS-13, dated May 23, 1996.) 

Oral testimony at this hearing will be heard from invited witnesses only. Planned 
witnesses include officials from the U.S. Department of the Treasury and Internal Revenue 
Service, the General Accounting Office, tax practitioners and others. Any individual or 
organization not scheduled for an oral appearance may submit a written statement for 
consideration by the Committee and for inclusion in the printed record of the hearing. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS : 

Any person or organi 2 ation wishing to submit a written statement for the printed record 
of the hearing should submit at least six (6) legal size copies of their statement, with their 
address and date of hearing noted, by the close of business, Monday, July 8, 1996, to Phillip D. 
Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 

1102 Longworth House Office Building, Washington, D.C. 20515. If those filing written 
statements wish to have their statements distributed to the press and interested public at the 
hearing, they may deliver 200 additional copies for this purpose to the Subcommittee on 
Oversight office, room 1136 Longworth House Office Building, at least one hour before the 
hearing begins. 

FORMATTING REQUIREMENTS : 
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Note: AH Committee advisories and news releases are now available over the Internet at 
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Chairman JOHNSON. Good morning, everyone. It is a pleasure to 
have you here this morning. 

Welcome to Senator Gramm. Nice to have you on this side. And 
to my colleagues, Hon. Jon Christensen, and Hon. Jay Kim. Thank 
you for being with us. 

Today the Oversight Subcommittee is going to wander into wild 
woods where even angels fear to tread, the classification of workers 
as employees or independent contractors for Federal tax purposes. 
As you know, the issue has had a long and controversial history, 
and is one of the major sources of friction between the Internal 
Revenue Service and taxpayers, particularly small businessmen. 

At last year’s White House Conference on Small Business, a leg- 
islative solution to the problem of the IRS’ aggressiveness in re- 
characterizing individual contractors as employees was ranked the 
number one concern among small businesses. The determination of 
whether workers and employees are independent contractors is 
made under a common law test which looks at whether the person 
engaging the services of another has the right to control and direct 
the individual who performs the services, not only as to the result 
to be accomplished by the work, but also as to the details and 
means by which the result is accomplished. 

While this may sound simple, the common law test is anything 
but simple. Most employment relationships possess elements of 
both an employer-employee relationship and an employer-independ- 
ent contractor relationship, and there isn’t any bright yellow line 
which distinguishes the two. 

As a result of ambiguity and conflicting interpretations under the 
common law test, reasonable people have often reached different 
conclusions as to the proper classification of a worker. Unfortu- 
nately, the consequences of even a good-faith mistake about the 
proper classification of workers for tax purposes can have devastat- 
ing consequences for small businesses. 

In cases where the IRS determines that a company has 
misclassified its workers as independent contractors, the employer 
can be assessed significant amounts of Social Security, Medicare 
and Federal unemployment taxes on behalf of the reclassified em- 
ployees, even though the employees may have fully paid their li- 
abilities for self-employment and income taxes. In some cases, the 
back tax liabilities assessed are so large that the companies are 
forced into bankruptcy. 

Further, IRS agents have been known to privately acknowledge 
the protection offered by section 530 “safe harbor” provisions, but 
refuse to concede this issue to force a small business that cannot 
afford to appeal or pay back taxes to prospectively reclassify em- 
ployees as independent contractors to satisfy the IRS agent. This 
is abusive, this is blackmail, and this is the kind of thing that poor 
law allows. 

The time to solve this problem is at hand. The process starts 
today, to identify clear, fair, objective standards to prevent the IRS 
from abusing taxpayers, while assuring fair share compliance. 

Several bills have been introduced in this session to clarify the 
rules for classifying workers for Federal tax purposes. I am pleased 
today we will hear from the authors of several of those. 
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The Subcommittee will hear from several small businesses re- 
garding their experience with the IRS and from a representative 
with organized labor. Unfortunately, Bob Georgine, president of the 
Building and Construction Trades Department of the AFL-CIO, 
who had been scheduled to testify, will not be able to attend be- 
cause of scheduling changes in today’s hearings. He will be rep- 
resented by written statement and will be heard at later panels. 

This is the first of two hearings to examine this issue. On June 
20, the Subcommittee will receive testimony from the Treasury, 
IRS, GAO, taxpayers, and others about whether or not the IRS’ re- 
cent worker reclassification initiatives are sufficient to address the 
problems in this area or whether a legislative solution is necessary. 

The Subcommittee will also examine whether modifications to 
the “safe harbor” created by section 530 of the Revenue Act of 1978 
rules are desirable. The Subcommittee is going to take a hard look 
at independent contractor tax compliance and move to fix the 
problems in this area. 

It is my belief that examination will lead to the development of 
a bipartisan consensus, on actions that can be taken to help clarify 
this longstanding problem in tax law. At this time when our 
Nation’s economic growth depends on the growth in the small busi- 
ness and medium-sized business sector, it is imperative to support 
and encourage that growth in every way possible. Clarifying this 
passage of tax law is one important step we can and must take. 

It is my privilege to recognize this morning, first, my colleague, 
Mr. Matsui, from California, whom I appreciate very much having 
made the effort to be here today, even though we do not have floor 
votes, and I would like to welcome my colleague. Representative 
Greg Laughlin, also, and thank him for being here today on a day 
when we actually are not going to have to vote. 

Mr. Matsui. 

Mr. Matsui. Thank you very much. Chairman Johnson. I want 
to thank you and commend you for holding these very important 
hearings, and certainly I commend my colleague Mr. LaugWin for 
being here as well, given the fact that we do not have any votes 
today. 

To the three gentlemen. Senator Gramm from Texas, Congress- 
man Kim from my home State, and Congressman Christensen from 
the State of Nebraska, I am going to be very brief in my comments. 
I think, as Madam Chairman has said, there will be another series 
of hearings on the June 20, and it would be my hope that individ- 
uals will suspend judgment on this issue until they hear from the 
Treasury Department, the Internal Revenue Service, GAO, and cer- 
tainly tax practitioners — those particularly in the New York State 
bar, because they might have a different set of facts, different set 
of circumstances, and different conclusions drawn from what is 
going on in terms of the issue of independent contractors. 

It is my belief that Representative Johnson and the Members on 
her side of the aisle and those on our side will probably be able to 
come up with something bipartisan. Mrs. Johnson and I have 
worked very closely together over the last year and a half, and we 
have been able to come up with a number of bipartisan pieces of 
legislation that passed the House unanimously or close to it. We 
will certainly try in this particular case, as well. 
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I remember, as a law student, one of the big issues — I do not 
know if they teach agency courses any longer in law schools, but 
when I was going to law school, they taught agency courses. The 
issue of independent contractors or the employment relationship is 
a very important relationship. In the cases that I used to read in 
the late sixties, the issue was whether or not the employee, when 
he or she committed a tort or the employer was responsible. 

Now we have a whole different set of circumstances. That issue 
no longer, in terms of tort responsibility, is a key one. The key 
issues today are benefits — ^pension benefits, health care benefits, 
benefits that employers often give to employees. 

The reason this issue has taken on a life of its own and has 
become so critical over the last 20-plus years, or so is mainly be- 
cause of nondiscrimination rules to a large extent. Employers in 
the past were not required to provide the same benefits to employ- 
ees as they gave to management or to themselves with the non- 
discrimination rules. That has all changed, so many employers are 
trying to find ways in which they can make employees independent 
contractors. 

Certainly we need a balance. We need to make sure that the 
rights of the employer are protected, but we also need to make sure 
that the rights of the employees are protected, because as I indi- 
cated, that employment relationship has certain very valuable ben- 
efits to it, particularly health care benefits and pension benefits, 
which I think everyone understands is the cause of a great deal of 
security in America today. 

It would be my hope that this debate does not turn into the 
debate of extremism that we have seen in the past. It is my hope 
we are going to be able to deal with this issue in a very rational 
fashion and maike sure that both sides are reasonably protected, 
but particularly the employee side of the equation is protected. 

Let me just conclude by making one further observation. As you 
know, the Internal Revenue Service, Treasury Department, has a 
test of 20 different criteria they use at this time. It is cumbersome. 

On the other heind, this relationship has developed over a long 
period of common law in England and certainly the 230-year 
history of our country in terms of the court decisions. It would be 
my hope we are not precipitous in passing legislation. The gentle- 
men before us have different kinds of tests, and we will analyze 
those tests and see if in fact they work, see if in fact they do dam- 
age or help the employment relationship. 

So, I look forward to working with the Chair and certainly other 
Members that are interested in this issue. Thank you. 

Chairman Johnson. Thank you. Bob. 

Representative Laughlin. 

Mr. Laughlin. Thgmk you. Madam Chairman. I thank you very 
much for calling this hearing. 

Certainly we are delving into a murky area that has imposed ex- 
treme hardship on the independent contractor and particularly the 
small business independent contractor. I am hopeful that these 
hearings will focus on what is best for the small business owner, 
the small business protector, who is providing jobs in many in- 
stances when the very large corporations who have followed the 
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mandates of government in many areas are laying off thousands of 
people. 

I hope that we look at what is best for those who are picking up 
the pace, employing those laid-off workers and give a well-informed 
process to that business operator who is providing much-needed 
jobs for our economy. 

Chairman JOHNSON. Thank you. 

Welcome, Senator Gramm. It is a pleasure to hear from you at 
this time. 

STATEMENT OF HON. PHn. GRAMM, A U.S. SENATOR FROM 
THE STATE OF TEXAS 

Senator Gramm. Madam Chairman, first of all, let me say I am 
very happy to be here today. I think you are going to hear a lot 
about independent contractors today, so I will be brief on that 
general subject. 

I think we have a problem with the 20-rule guideline of IRS, and 
that the logical way to fix it is to say, by law, who is not an em- 
ployee. I think we ought to go at it from that direction. This is 
what we tried to do in the Senate. I think it is very important and 
I think we ought to be very concerned about anything that endan- 
gers independent contractors. 

Independent contracting is basically an incubator for small busi- 
ness. A lot of people begin as independent contractors to sort of test 
their wings in the marketplace, so to speak. Many of our most suc- 
cessful companies, paying the highest wages, providing the best 
benefits, have ultimately come from people who started out on their 
own as independent contractors. 

I think it is important that we look at independent contracting 
not just as a method of business organization, but as a stepping 
stone toward the establishment of successful small, medium-sized, 
and ultimately big businesses. 

I wanted to concentrate today on one little facet of this problem, 
and that problem has to do with newspapers and with what we call 
the “paper boy.” 

Now, I tried this morning, to think of alternatives that would not 
carry the sexual connotation, because I am positive that there are 
paper girls, but the term just simply is not one that rings in our 
ears. So, if I can be forgiven by the Chairman, I will just^ use the 
term “paper boy.” 

I wanted to explain why this form of independent contracting is 
so vitally important for America. Forget the newspapers, but lets 
focus in on just paper boys. 

When I was in academics, I got off into an area of economic 
history, and one of the things I discovered was that miraculously 
in the 19th, 18th, and the 17th centuries, educated people under- 
stood the economy and how it worked a lot better than educated 
people do today. I started racking my brain about how that could 
be so. And the conclusion I came to was that in the specialized 
world we live in, being in economic life for most people does not 
teach you much about the economy. 

Most people go to work for a business, they specialize in, say, 
buying things for the business, but they do not engage in selling 
things. Or people engage in the production of something, but they 
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do not engage in the purchasing of the inputs or selling the final 
product. 

It is very seldom in our life in the specialized world we live in 
that actually living and functioning in our society becomes an edu- 
cational institution teach us how our great economy works, how 
prices are determined, and how markets work. 

Interestingly enough, the entry level job for literally millions of 
young people in America is becoming paper boys, it is one job 
where — at a very early age — people have an opportunity to in 
essence be in business for themselves. 

When I was a paper boy in Columbus, Georgia, I threw the Co- 
lumbus Ledger-Enquirer. I threw 105 newspapers, which I pur- 
chased weekly from the newspaper. I threw the newspaper and 
then I collected money from the 105 people — well, the ones who ac- 
tually paid me. And what I earned was the difference between the 
two. I was, in the language of your debate, an independent 
contractor. 

But the important thing is that as a paper boy, it gave me an 
insight into how our free enterprise system worked. It was a prac- 
tical experience of being in business for myself, taking responsibil- 
ity for myself, learning about the whole end of the business, buying 
my product, delivering it, collecting the money for it. And my argu- 
ment for having a correction — and I would like to see us do it this 
year — is to deal with these lawsuits concerning the independent 
contractor status of distributors and paper boys. 

I think it is very important that we take action to see that we 
do not turn paper boys into employees of the newspaper. If we do, 
we are going to exclude young teenagers from that profession. I 
think we are going to deny our country a great educational experi- 
ence — experience that most people get at no other point in their 
lives. 

I mean, go out and explain to a paper boy how a minimum wage 
law is going to help him. Explain to him how government could 
come in and raise his wages as a paper boy without either affecting 
the price he pays for the newspaper or the amount he collects when 
he collects for the paper. And any newspaper boy in America would 
laugh in your face. 

It is that kind of experience and education that we have too little 
of. Madam Chairman, and I hope that we can take whatever action 
we need to preserve the institution of the paper boy in America. 
I think it goes beyond the independent contractor issue, and I 
think it goes beyond this whole tax debate. 

This is an institution in America that needs to be preserved, and 
that is what I wanted to come over and say this morning. 

Chairman Johnson. Thank you very much. Senator. I agree that 
the term “paper girl” somehow does not work very well. On the 
other hand, there are lots of young women delivering papers. There 
was a lot of opposition to that. Parents were afraid about young 
girls being out, and not afraid about young boys being out. 

We have overcome that, and I think that is part of the progress 
women are making, and it is not surprising that more small busi- 
nesses are being founded by women in today’s America than by 
men. Very independent-minded. Thank you for your testimony. 

Chairman Johnson. Representative Christensen. 
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STATEMENT OF HON. JON CHRISTENSEN, A REPRESENTATIVE 
IN CONGRESS FROM THE STATE OF NEBRASKA 

Mr. Christensen. Thank you. Madam Chairman. Yesterday 
when I got on the plane, I happened to sit by an IRS official from 
Omaha. I said we were having a hearing today on this important 
issue, and he replied, I sure hope you can help us because, he said, 
the 20-point test that we have to administer is too difficult, and 
anything you can do in this area would ease our job. 

So, I preface my remarks by saying that, because oftentimes we 
can use the IRS as an excuse or easy to blame, but they are having 
a difficult time with this 20-point test. 

Under the Code, you are either an employee or you are an inde- 
pendent contractor. Some workers are categorized by law as one or 
the other. Other workers may be classified as independent contrac- 
tors under the safe harbor of section 530. Those not fortunate 
enough to fall under these two classes fall under the IRS’ infamous 
20-point test. 

Almost everyone agrees that the 20-point test is far too subjec- 
tive. It is quite possible to take two seemingly identical situations 
and find employee status in one and independent contractor status 
in another. 

According to one estimate, this past year the IRS had 439,000 
independent contractors that they had to reclassify, and the collec- 
tion of $678 million in fines and taxes that were collected just since 
the mideighties. The IRS’ actions have been especially deadly to all 
small business people, not just paper boys. 

Unlike their Fortune 500 counterparts, our Nation’s small busi- 
nesses cannot afford the fancy tax lawyers and litigators needed to 
defend themselves against the IRS. Consequently, rather than 
fighting the IRS in the use of its murky 20-point test, many entre- 
preneurs are forced to dose their doors, putting countless industri- 
ous Americans out of work. 

That is why, as you said earlier, this was the number one issue 
of the White House Conference on Small Business in 1995. As a re- 
sult of that conference on June 30th, just 2 weeks after the close 
of the White House Conference on Small Business, I and 100 origi- 
nal cosponsors introduced H.R. 1972, the Independent Contractor 
Tax Simplification Act. 

Unlike past attempts to resolve this issue, H.R. 1972 defines who 
is not an employee. It establishes distinct, clear and objective cri- 
teria for those seeking to perform services as an independent con- 
tractor. These new criteria may only be used if the independent 
contractor and the business for whom the services are being per- 
formed correctly complied with income reporting rules. 

Specifically, H.R. 1972 establishes a three-part objective test for 
determining whether someone is not an employee. To qualify as an 
independent contractor, you must meet all three parts: Independ- 
ence, investment, and contract. 

Some argue the tests in my bill could make it easier to classify 
workers as independent contractors. That is neither the purpose 
nor the effect of my bill. It certainly makes it easier to tell if some- 
one is an independent contractor, but without a substantial degree 
of independence and investment in business, no one, no one, can 
meet these tests. 
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The fact is that my bill would protect workers from the current 
abuse of designating workers who are clearly employees as inde- 
pendent contractors. One of the purposes of the bill is to clarify the 
law to such an extent that employers can no longer hide in the 
shade of the 20-factor test gray areas. 

It is also important to note that my bill does not eliminate the 
20-factor test, nor section 530. It simply provides for a simpler al- 
ternative test that can be used if you comply with all income 
reporting requirements. 

We are in a changing world. No longer will the majority of 
Americans earn a living in the fields and factories that many of us 
and our ancestors toiled in. Rather, we are at the brink of the third 
wave information age. This new era will feature new kinds of em- 
ployment relationships, where people can work out of their homes 
and telecommute, where individuals can serve customers all over 
the world at the push of a button. It will foster the entrepreneurial 
spirit which has made this country great. 

This new era has the potentisd of bringing enormous improve- 
ment into the lives of all Americans. Our laws should encourage, 
not hinder, this development. That is precisely why we need to 
adopt a new, clear, objective standard for determining who is self- 
employed and who is not, a standard based on freedom which al- 
lows those who wish to benefit from this new era to do so. 

In closing. Madam Chairman, I wanted to thank you for conven- 
ing these hearings as soon as you did because it is an area we have 
to act on. And, as Senator Gramm said, it would be nice to be able 
to act on it this year since the White House Conference on Small 
Business said this is their number one priority. 

Thank you for the opportunity to testify. 

[The prepared statement follows;] 
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Testimony of Representative Jon Christensen 
Before the Subcommittee on Oversight 
of the 

Committee on Ways and Means 
June 4, 1996 

MnHnm Chairman. I want to tfiank you and the other members cf the Subcommittee 
for tfiis opportunity to testUy on the imponance of ciahfyins federai tax provisions with 
respea to indepeo^t oontractors. 

**niE IRS Wages War okthe Self-Employed." ‘'Rquffinc IRS Attacks gn 
Workers." "Revq«geofiheTaxMak." The headlines go on and on. These are recent 
articles about how the Internal Revenue Service has used murky, subjective criteria to target 
honest. aelf-eaq)k>yed entrepreneurs and reclassi]^ them as eo^loyees. 

Let me lay out some background on this pervasive problem. Although in today’s 
high-tech worid Aere are many working relationships between businesses and individuals, 
the Inremal Revenue Code classifies all such relatimships into just two caregoties: Either 
you are an "en^loyee" or an “independent contractor." 

S<xne worlm are caiegor^ed by law as one or the other. Other workers may be 
classified as independent contractors, with a reasonaUe amount of certainQr, under the safe 
harbors enacted in Sectitm 530 of tiie Internal Revenue Code. Those not fortunate enough 
to fall under these two classes are carefully sciutinized under the IRS* infamous 20-fector 
test derived from common law. 

What does it matter whether someone is an “eanj^yw" or an “independent 
contractor"? This distinction is in^Kxtant because it detorsdnes whether the payor or tite 
payee is re^xmable for withholding income tax and the payment of FICA and 
unenqiloymenL In other words, it has little to do with how much tax gets paid, but 
evoything to do with who pays. 

Ahnost everyone will agree tiiat the 20-factor test is unclear and fiv too sut^ective. 

It is quite possiUe to take two seemingly identical situations and find employee status in 
one and independent contractor status in anodier. Nevertheless, in recent years the IRS has 
bludgecmed small businesses over the head with the 20-factor lesL targeting truckers, 
florists, travel ^ents, computer programmers, even ministers. 

According to one recent estimate, the IRS’ war on our nation’s job creators has 
resulted in the reclassification of 439,000 independent contractors and collection of 
$678 inlUoo in fines and taxes since the mid-1980s. 

The IRS’s actions have been especially deadly to small businesspeople. Unlike 
their Fortune 500 counterparts, our nation’s small businesses cannot afford the fancy tax 
lawyers and litigators needed to defend themselves against IRS legal hit squads. 
Coruequently, rather than fighting the IRS and Us use of the murky 20'factor test, many 
entrepreneurs are fenced to close their doors, putting countless industrious Americans out 
of woriL 
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America’s small businesspeople have finally said enough is enough. Last summer, 
the White House Conference on Small Business convened in Washington to debate a whole 
host of issues important to our nation’s entrepreneurs. The top vote-getter at the 
Conference was a proposal to clarify the standards for determining whether an individual is 
an employee or independent contractor. 

Specifically, the delegates recommended that Qrngress “should recognize the 
legitimacy of an independent contractor,” stating further that the current common law 
twenty-factor test is “too subjective.” The Conference delegates called upon Congress to 
establish “realistic and consistent guidelines.” 

Those on the fiont lines have spoken and we’ve listened. On June 30th of last 
year, just two weeks after the Small Business Conference, I and 100 original cosponsors 
introduced RR. 1972, The Independent Contractor Tax Simplification Act. Unlike past 
attempts to resolve this issue, H.R. 1972 defines who is an employee. It establishes 
distinct, clear and objective criteria for those seeking to perform services as an independent 
contractor. These new criteria may only be used if the independent contractor and the 
business for whom the services are being performed correctly comply with income 
repotting rules. 

Specifically, H.R. 1972 establishes a three-part objective test for determining 
whether someone is not an employee. To qualify as an independent coniractor, you must 
meet all three parts. Two of the parts contain subparts, but you must only meet one to 
satisfy that part. Let me go through the criteria briefly. 

Part One: Investment . Does the individual: (1) have a significant investment in 
training or assets; or (2) incur significant unreimburs^ expenses; or (3) agree to work for a 
specific time or complete a specific result, and is liable for damages for failure to perform; 
or (4) receive compensation primarily on a commission basis; or (5) purchase a product for 
resale? If the individual satisfies any one of these subtests, then Part One is met. 

Part Two: Independence. Can the individual demonstrate just one of the following 
subparts: The individual ( 1 ) has a principal place of business; or (2) does not primarily 
provide the service in the service recipient’s place of business; or (3) pays a fair market rent 
for use of the service recipient’s place of business; or (4) is not requirWl to perform service 
exclusively for the service recipient and (a) has performed a significant amount of service 
for others; or (b) has offered to perform service for others through advertising, individual 
written or oral solicitations, Usdng with agencies, brokers, or others; or (c) provides 
service under a registered business or trade name. Meet any one of these four subtests and 
you satisfy Part Two. 

Part Three: A Contract. Is there a written agreement between the parties? This 
helps clarify each parties responsibility for the payment of taxes thereby aiding compliance. 

That’s it. Meet all three parts -- Independence, investment, and contract - and you 
qualify as an independent contractor. But remember the independent contractor and the 
business for whom the services are being performed must cotrealy comply with income 
reporting rules. If they fail to do so, then they are left with the burdensome 20-factor test 
and all of its traps. 

It is important to note that my bill does not eliminate the 20-factar test nor the safe 
harbors under Section 530. It simply provides for an alternate test that can be used if you 
comply with all income reporting requirements. 

As a matter of public poUcy our tax laws should not favor employee status over 
independent contractor status, or vice-versa. Individuals should be free to enter into 
business arrangements of their own choosing without the IRS pushing them into one 
category or the other. 
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Despite a well-documented record of discouraging independent contractor status, 
the IRS is now on record that it will not discriminate against independent contraaors. 
Margaret Richardson, Commissioner of the Internal Revenue Service, told delegates to the 
White House Conference on Small Business that the IRS “does not care whether someone 
is an employee or an independent contractor as long as they properly report their income.” 
H.R. 1972 clearly satisfies her reasonable request and I look forward to working with Mrs. 
Richardson on tins important issue. 

We are in a changing world. No longer will the majority (jf Americans earn a living 
in the fields and factories that many of us and our ancestors toiled in. Rather, we are at the 
brink of the Third Wave Information Age. This new era will feature new types of 
en^loyment relationships, where people can work out of their homes and “telecommute,” 
where individuals can service thousands of customers all over the world through the push 
of a button. It will foster the entrepreneurial spirit that has made this country great. This 
new era has the potential of bringing enormous improvement to the lives of all Americans. 

Our laws should encourage, not hinder, this development That’s precisely why 
we need to adopt a new, clear, objective standard for determining who is self-employed 
and who is not — a standard based on freedom and which allows those who wish to benefit 
from this new era to do so. 

In closing, I want to again thank you, Madam Chairman, and my colleagues on the 
Subcommittee for the opportunity to testify before you today. 

- end - 



16 


Chairman JOHNSON. Thank you. Representative Christensen, for 
your leadership on this issue. 

Representative Kim. 

STATEMENT OF HON. JAY KEH, A REPRESENTATIVE IN 
CONGRESS FROM THE STATE OF CALIFORNIA 

Mr. Kim. Thank you. Madam Chairman. I would like to thank 
you again for giving me this opportunity. 

As my colleagues mentioned, there are a lot of horror stories 
about this issue. Many times businesses hire someone who they 
think is legitimately an independent contractor. Later the IRS 
apologizes and tells them that they should have been employees. 
The penalty for this honest mistake, is massive fines, back taxes, 
and legal fees. Many of them just go bankrupt. 

IRS does not give businesses the benefit of the doubt. As my col- 
league mentioned, they have a 20-factor test. If you meet 19 of 
them only, you can be fined. The IRS is very aggressive about this. 

It is not entirely their fault. Congress passed the laws that are 
causing the problem. 

In 1990, the IRS assessed more than $100 million in fines 
against small businesses for misclassifying workers. But the reason 
they could do this is Congress’ failure to clarify the law. My bill 
would try to clarify and correct that madness. 

Now, my bill has three sections. One of them is defining what 
the independent contractor is, which is almost identical to my 
colleague Mr. Christensen’s bill. Very simple. 

First of all, you have to have some kind of written agreement. 
That is common sense. In addition to the written agreement, you 
have to have one of the following four criteria: One is you have to 
suffer a profit loss. Come on, if you do not have that, how can you 
be an independent contractor? 

Or, you have to have a separate principal place of business and 
some Wnd of investment; or he or she shall be paid exclusively on 
a commission basis; or offer the same service to other general 
public. 

That is it. As long as you meet the criteria, written agreement 
plus one of those four criteria, then he or she shall be an independ- 
ent contractor. There is no question about it; the IRS cannot inter- 
pret it otherwise. 

Now, what is the difference between the Kim and Christensen 
bills? Mine goes a little deeper. My bill reforms section 530 and 
compliance rules. That is what I would like to talk about this 
morning. 

Let me explain quickly what I mean by section 530. As you 
know, in 1978, Congress passed an amendment called section 530. 
It was supposed to be temporary, to try to protect the small busi- 
nesses from the IRS. 

Now, let me tell you what my bill would do in terms of changing 
section 530. Right now, according to the IRS rules, a business can 
be found in violation of the consistent treatment. The phrase, “con- 
sistent treatment,” what it is is if you are an employer trying to 
change one of the independent contractors to a permanent em- 
ployee, you cannot do that. You are going to be fined by IRS be- 
cause the phrase, “consistent treatment” is violated. This is ridicu- 
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lous. It discourages you from hiring an independent contractor as 
an employee. 

My bill changes that. You can go ahead and hire him if you want 
to, if the two parties agree, and not risk IRS prosecution. 

Second, section 530 gives no concrete standard for what con- 
stitutes a significant segment of the relevant industry. It is ambig- 
uous. Mine clearly defines what that means. My bill defines 
“significant segment of industry” as no more than 25 percent of 
industry. 

Where did I get that? We contacted a lot of businesses and indus- 
tries, and looked at court rulings. They told me 25 percent is a rea- 
sonaljle figure; as long as you have 25 percent or more, that should 
be considered a significant sector. 

Right now it is very ambiguous. My bill changes that. 

Third, there is a lot of confusion about certain independent con- 
tractors being treated as independent contractors for employment 
taxes, yet in terms of other federal taxes, they are treated as em- 
ployees. 

Let me give you one example, a real estate agent, for tax pur- 
poses, is an independent contractor, yet he/she is treated as an em- 
ployee when determining who is a qualified individual for a profit- 
sharing system or stock bonus plan. 

There is a contradiction in here. In another example a tax court 
ruled that Methodist ministers are employees, so they cannot get 
credit on automobile allowances, yet they are independent contrac- 
tors for Social Security taxes. 

This inconsistency has to be eliminated, and my bill does that. 
It simply eliminates inconsistencies and qualifies what they mean 
by this examination of employment and taxes. 

Finally, my bill deletes section 1706 of section 530. In 1986, 
Congress passed another amendment trying to exclude technical 
services people who work through brokers from section 530 protec- 
tion. I do not know why they did it. This is ill written, it is not 
fair. My bill simply eliminates this. 

Everybody is equal and fair; as long as they meet the definition 
tests, they shall also be treated as an independent contractor. They 
are not going to be excluded from section 530 protection. 

Finally, we added compliance reforms so that nobody can call 
this bill extreme. My bill asks the employer to be more responsible. 
For example, we asked an employer to line list his or her Form 
1099 income. In other words, when a worker files his or her tax re- 
turn, he or she has to list an independent contractor income, rather 
than a lump sum, so that the IRS can audit easier. 

It is an additional responsibility for the employer to list addi- 
tional incomes when they file a Form 1099 — ^but it will help great- 
ly. I raised the fines from $50 to $75 per offense for businesses who 
fail to issue Form 1099s, and $100 to $125 per offense for doing so 
intentionally. 

In other words, the employer, an independent contractor, takes 
a little more responsibility; in return, section 530 is clearer and 
gives businesses more protection. I think it is a fair trade and a 
very comprehensive reform. 
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I also support Mr. Christensen’s bill. I am an original cosponsor. 
But, I believe mine is much more comprehensive, and therefore I 
urge you to pass my independent contractor reform legislation as 
soon as possible. 

Thank you. Madam Chairman. 

[The prepared statement follows:] 
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Statement of Congressman Jay Kim (R-CA) 
House Ways and Means Committee 
Subcommittee on Oversight 
June 4, 1996 


Madam Chairwoman, members of the Subcommittee, thank you for the opportunity to 
testify here today. I believe that independent contractor refonn is the ultimate small 
business issue, so I am extremely pleased that you have chosen to have this hearing. 

As many of you know, I used to own and operate a business. I ran a small engineering 
firm in Southern California called JayKim Engineers which, at one point, had 150 
employees. Over the years my firm used many independent contractors - accountants, 
consultants and others. I know from firsthand experience exactly how confusing, 
ambiguous and arbitrary the current worker classification rules are. 

In my short time as a Congressman, I have learned that I was not alone in having 
difficulties with worker classification rules. I have heard horror story after horror story from 
my constituents about how they hired someone they thought was a legitimate independent 
contractor, only to have the IRS swoop in years later, claim that the worker (or workers) 
should have been an employee, and impose massive fines and back taxes. Often, these 
businesses are faced with severe financial problems and, in some cases, bankruptcy as 
a result of an honest mistake in classifying workers. 

For this reason, I was not surprised to see that the White House Conference on Small 
Business identified independent contractor issues as the #1 issue for smali businesses. 
I think that this statement should serve as a clarion call for all of us who care about the 
future of small businesses in this country. 

The independent contractor issue illustrates one of the fundamental truths of our 
government: Wherever Congress leaves ambiguity in the iaw, a federal agency will use 
the ambiguity to usurp as much power as possible. 

And that is exactly what the IRS has done with the worker classification rules. There exists 
an abundance of anecdotal evidence to suggest that the IRS consistently interprets these 
rules in the most restrictive way possible. The IRS is clearly not "neutral" on whether or 
not a worker is an employee or an independent contractor. The fact is, the agency has a 
bias against the independent contractor status, and as a result, puts the burden of proof 
on the taxpayer to prove that the worker is net an employee. 

In short, the IRS has taken an extremely aggressive and hard-line stance on independent 
contractor issues - and it has gotten more aggressive every year. Between 1987 and 
1990, for example, the IRS' Employment Tax Examination Program (ETEP) grew from a 
small pilot program to a major undertaking which, in 1990, employed 19,000 revenue 
officers who examined more than 20,000 tax returns. These reclassifications resulted in 
$111 million in assessments against small businesses. That's $1 1 1 miliion dollars that 
could have been spend to hire more workers, to make capital investments, or to open new 
businesses. And this cost figure does not even include the tens millions of dollars that 
small businesses must spend every year on legal fees to defend themselves against IRS 
prosecution. 

Given these facts, it would be easy to blame the IRS for the problems in our worker 
classification system. But, to be honest, I really think that most of the blame does not lie 
with the IRS, it lies with Congress. 

The fact is, despite the massive heartburn that worker classification rules have caused 
small businesses over the years. Congress has done almost nothing to clarify the 
distinction between employees and independent contractors. The passage of Section 530 
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in 1978 helped, but it was only supposed to be a "stop-gap" measure. When this measure 
was passed, it was expected that Congress would return to independent contractor issue 
in short order to fix the problems that necessitated Section 530. Unfortunately, Congress 
never did, and the problems that small businesses face in dealing with the worker 
classification rules have gotten much, much worse. 

And the unfortunate fact is, these problems will continue to get worse until Congress gets 
involved with the independent contractor issue. In the absence of a clear definition of who 
is and who isn't an independent contractor from Congress, the IRS will continue to take 
advantage of ambiguities in the law to harass honest small business owners. 

For this reason, I strongly believe that it is time for Congress to get off of the sidelines and 
refomn the worker classification system. That is why, last January, I introduced H.R. 582, 
the "Independent Contractor Tax Fairness Act". The idea behind H.R. 582 is simple: It is 
time for Congress to establish a clear, unambiguous test for what constitutes an 
independent contractor. 

To that end, the core of my bill is a simple test that establishes who is oot an employee. 
The test has four criteria that are based on common-sense requirements for who qualifies 
as an independent contractor. If a worker meets any one of the four - and has signed a 
written agreement clearly stating that both parties understand the responsibilities of 
independent contractor status - then he or she cannot be considered an employee and 
the IRS is prevented from reclassifying the worker (and assessing associated fines and 
penalties). 

In short, H.R. 582 establishes clear, easily understandable criteria for detennining whether 
a worker Is or is not an employee. Instead of having to wade through the current swamp 
of worker classification rules, most small businesses can look for guidance and protection 
to the four common-sense criteria established by the bill. In doing so, I believe that H.R 
582 would help small businesses by providing badly needed clarity to the worker 
classification rules. 

At this point, I would like to make a couple of points about H.R. 1972, the independent 
contractor bill established by our freshman colleague, Mr. Christensen. 

Many of you will note that I am an original cosponsor of H.R. 1972. I support this bill 
because I believe that, at their core, both H.R. 1972 and my bill, H.R. 582, share the same 
underlying intent: To establish a clear and unambiguous standard for who is not an 
employee. In fact, the tests established by both bills are extremely similar - although the 
test in Mr. Christensen's bill is slightly more Rexible in its application. 

Where our bills differ, however, is in whether and how they address other important 
problems with our worker classification system. H.R. 582 builds on the same foundation 
as H.R. 1972, but also contains a more comprehensive attempt to address many of the 
other underlying problems with the worker classification rules. To put it simply, H.R. 1972 
is the minimum we should do; H.R. 582 represents a broader overhaul of the worker 
classification system. 

For example, H.R. 582 makes badly needed changes to the so-called Section 530 rules 
that help businesses who make honest mistakes in classifying workers. These include: 
Allowing businesses to convert independent contractors to employees without threat of 
losing Section 530 protection; clarifying the threshold for what constitutes a "significant 
segment" of an industry; repealing the section 1706 exemptions for technical workers; 
extending classification rules to all federal taxes, not just employment taxes; and narrowing 
the current prior audit safe harbor. 

These provisions, I believe, will strengthen Section 530 and provide businesses with 
additional protection against IRS overzealousness. 
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Equally Importantly, the bill contains strong compliance provisions virhich would encourage 
independent contractors to more completely report their income. These most important of 
these compliance provisions would require independent contractors to "line-list" 1099 
income. This would allow the IRS to detect unreported payments and, in doing so, improve 
income reporting among independent contractors. 

In addition, the bill increases the penalty for not issuing 1099's to workers. According to 
a recent GAO study, issuing a 1099 to a worker dramatically improves the chances that an 
independent contractor will report their income. H.R. 582 would help ensure that 1099's 
do indeed get issued. Finally, H.R. 582 requires the IRS to undertake a substantial 
education campaign to inform businesses about the changes made by the bill. 

In short, H.R. 582 takes a balanced approach to the Independent contractor Issue. It 
substantially clarifies worker classification rules and gives businesses better protection 
from being persecuted for honest mistakes - making it easier and less risky for businesses 
to use independent contractors. In return, however, the bill requires that businesses and 
the independent contractors they hire are more accountable for the income that is 
generated as a result of their professional relationship. I believe that this is a very fair 
trade. 

To sum up, I believe that H.R. 582 represents a balanced and comprehensive attempt to 
address the problems in the worker classification system. I would urge this committee to 
consider adopting such a comprehensive approach to this issue. Since Congress will 
probably only have one chance in the near future to deal with independent contractor 
issues, I believe that we should be as thorough as possible in refomning the system. 

Whatever approach we take, however, I believe that the independent contractor Issue must 
be dealt with, and soon. There are few issues virhich are having more impact on the lives 
of small business across the country. It is my hope that, with the new Republican 
Congress, we can act quickly to remove this onerous regulatory burden from the backs of 
small businesses. 

Madam Chairwoman, I would like to thank you again for the opportunity to testify today. 
I look fonivard to taking any questions you or the committee may have. 
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Chairman JOHNSON. Thank you very much, Representative Kim. 

Your bill does go further in some regards than Representative 
Christensen’s bill, and certainly this issue of the Form 1099 is an 
important one. Employers have to bear their full responsibility, be- 
cause in the end a good Tax Code requires everybody to pay their 
fair share, and the evidence of noncompliance is quite clear. 

Mr. Kim. That is where the cheating comes from. Once you iden- 
tify line by line, it is difficult to cheat, and also, it will be easier 
for the IRS to audit their books. I think it goes two ways. That is 
not just one way, it is two ways; it is balance. 

Chairman Johnson. We will also look very closely at the propos- 
als you made in regard to section 530. There are some problems 
there. 

I was not aware of the problem in section 1706, and we will 
certainly look at that. 

Mr. Christensen, in regard to the compliance issue, would you be 
interested in working with us to improve the information reporting 
requirements that are proposed on both independent contractors 
and businesses? 

Mr. Christensen. Absolutely. I would be more than happy to 
work with the Committee and. Congressman Kim, to put together 
some compliance measures so that we could make sure that that 
is a part of our bill. 

I guess the one thing I want to emphasize though is, I come from 
a different angle. I think that this legislation is so important. First 
of all, I do not think we should be looking at people saying that 
the independent contractors are basically looking for a way to get 
around the payment of their taxes and for ways to hide or where 
to hold their income. 

Basically, I think that the independent contractors have given 
this country a large percentage of the new jobs and new growth 
and new opportunities. So, I look forward, to working with you on 
some compliance measures. 

One of the things I am very concerned about is, there has been 
some talk about withholding. I want to let the Chairwoman know 
that this would be disastrous. It would have a disastrous effect for 
the small business owners, and it would be disastrous for a number 
of people out there, including direct sellers. I could see it being not 
only a bureaucratic nightmare with paperwork in that area, but it 
would also take away the total effect of wanting to go into business 
for yourself and wanting to be an independent contractor. 

I would just like to alert the Chairwoman to that issue, because 
I believe that would have a disastrous effect. I would strongly urge 
away from proceeding with my bill if that was even a consider- 
ation. 

Chairman Johnson. What is the logic for retaining the 20-point 
test if we clarify the law? Anyone on the panel is welcome to com- 
ment on this. 

Mr. Christensen. First of all, under my test — the independence, 
investment, and contract — if you meet all three, there is no need 
for the 20-point test. But if you do not meet the three areas under 
my bill, then the 20-point test still applies. So, that is one of the 
reasons that I think we should keep that 20-point test there. 



23 


We are not looking for a way to get around the law, but just to 
make it easier and simpler for the IRS to administer. 

Chairman JOHNSON. Thank you. 

Would your bill repeal or retain section 530? 

Mr. Christensen. It would keep section 530 as is. 

Chairman JOHNSON. Thank you. 

Mr. Matsui. 

Mr. Matsui. Thank you. Madam Chairman. I would just like to 
ask Mr. Christensen a couple questions. 

Jon, do you know how many people, employees, currently classi- 
fied employees in the country today, would be affected by your 
legislation? 

Mr. Christensen. I do not have that figure. 

Mr. Matsui. I would imagine that CBO or somebody would have 
the figures. 

Chairman Johnson. If the gentleman will yield, did you get a 
revenue estimate? 

Mr. Christensen. Yes. It is roughly under $1 billion. 

Chairman JOHNSON. I think we could probably work back from 
that and find those numbers. 

Mr. Matsui. All right. Do you know what category of jobs are 
affected by your bill? Can you describe what it might be? 

Mr. Christensen. I can tell you the general areas. There are 
over 400 different types of independent contractors in service areas 
out there, from florists to truckdrivers to paper boys, direct sellers. 
Over 400. 

Mr. Matsui. What I am trying to find out is, who would actually 
be affected by your bill? What job classifications? Could you give 
me a few examples? 

Mr. Christensen. Well, for example, a truckdriver, an independ- 
ent contractor, or a florist who owns his or her business. 

I am not sure I follow your question. 

Mr. Matsui. OK. So, right now a truckdriver or a florist is 
considered to be an employee. Maybe; maybe not. 

Mr. Christensen. Maybe; maybe not. That is the problem with 
the 20-point test. 

Mr. Matsui. I am trying to imderstand what your legislation — 
how the relationship will be impacted. You have three tests. Under 
test 1, you have 5 possible conditions; you need to satisfy one; if 
a person has significant investment, assets, or training. 

Test 2: A worker must either have a principal place of business, 
plus five other possible conditions. 

Test 3 is an agreement. Anybody can draft an agreement. 

So, you basically have two tests. An airline pilot, for example, 
has significant investment in assets or training. An airline pilot 
goes to airline pilot training school, whatever that might be. He or 
she then has a license to fly commercially. That person then has 
their own principal place of business. That is two tests that are 
satisfied. 

Does that mean that an airline pilot for United Airlines that 
takes me back to California would necessarily be an independent 
contractor? 

Mr. Christensen. Not under that scenario. Congressman. 
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Take the scenario of a truckdriver who owns or leases his own 
tractor-trailer rig. He is working with a provider who has given 
him some of the leads for transportation and loads, pickup loads 
or delivery, but he has the right to say no or yes on whether he 
wants to pick that load up. So, he has the control; he has the deci- 
sionmaking power. But under this scenario, he has met the signifi- 
cant investment test, as well as the contract test. 

Mr. Matsui. But your test — the three tests that you have here 
do not talk about control. You satisfy significant investment in 
asset or training. That is test 1. Test 2: Has a principal place of 
business. Test 3; Has a contract. 

So, tell me why the airline pilot would not qualify as an 
independent contractor under your test? 

Mr. Christensen. Under my test, the independence element is 
your controling element. It does meet that test. Under an airline 
pilot, they do not have that independence to decide whether or not 
they want to fly to Philadelphia or to Florida. There is no inde- 
pendence there. So, arguably, they would not meet that test. 

Mr. Matsui. But you have three tests. I am trying to understand 
this. Maybe we reached the point where we just cannot resolve 
this. 

If I am not mistaken, you have test 1, a worker must meet one 
of the five conditions, have significant investment in assets or 
training, incur significant unreimbursed expense, agree to perform 
services for a particular amount of time, or to complete a specific 
result and be liable for damages, to be paid primarily on a commis- 
sion basis, or purchase products for resale. 

Those are the five conditions under test one. The worker must 
satisfy one of those tests. OK. Assuming that the worker satisfies 
the test of having a significant investment in assets or training, 
that is test one. An airline pilot goes to school, as I said, and 
satisfies that test. 

Then you have test 2, six criteria. You only need to satisfy one 
of the six. Has a principal place of business; OK. That airline pilot 
has a principal place of business. He declares one. 

Then test 3 

Mr. Christensen. Congressman, under that scenario, the airline 
pilot would not pass that test. Under the place of business, because 
he does not own or lease or put any money into that place of busi- 
ness, he is an employee under your scenario. 

Mr. Matsui. We do not know that. The airline pilot may have 
leased a facility, may have separated part of his home. The home 
office rules we are changing right now, that might qualify as an 
office. 

Then obviously an employment contract. United signs a contract 
with that pilot. All of a sudden, the pilot is an independent contrac- 
tor. 

I am trying to understand what your bill does. I mean, we are 
trying to come to some conclusion here. You are telling me that the 
airline pilot would not comply, and I read your rules and give you 
a scenario, and it appears to me the airline pilot complies as an 
independent contractor. 

You are going to have to help me with this. 

Mr. Christensen. I would be glad to work with you in that area. 
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Mr. Matsui. You are saying there is another element of control. 

Mr. Christensen. The independence factor is analogous to your 
control element. The airline pilot would not meet the independent 
factor. He is taking his orders from a central area. He is taking his 
orders from the authority on where they need to fly to and where 
to fly from, versus an independent contractor, a truckdriver. 

Mr. Matsui. That is where our problem is, I guess, because your 
bill does not talk about control. The bill talks about these three cri- 
teria and conditions within it. But you do not have control. 

Now, are you suggesting that case law will be part of your legis- 
lation? Because if you are, that just could add more complexity. 

Mr. Christensen. Under the airline pilot scenario, the super- 
vision aspect would definitely control that area. But one of the 
things about my test that I think is different from Congressman 
Kim’s test is 

Mr. Matsui. I am not asking about Congressman Kim’s test. 

Mr. Christensen [continuing]. You have to take all three of the 
areas, the independence, the investment, as well as the written 
contract. 

Senator Gramm. I was telling the Chairman I have to go. 

Mr. Matsui. I do not have any questions for you. 

Chairman JOHNSON. Mr. Laughlin, would you like to ask the 
Senator any questions? 

Mr. Laughlin. No. 

Chairman Johnson. Thank you very much for being with us. 
Senator. We appreciate it. 

Mr. Matsui. Jon, are you saying that there is an element of con- 
trol in your legislation? Because there isn’t in your bill. 

Mr. Christensen. Under the independence factor, you have that 
control aspect, because you — ^as I say, a truckdriver, would have 
the authority to go to New York or to go to Philadelphia, to make 
that decision for yourself, versus taking the supervisory role and 
having that decision made for you. 

Mr. Matsui. This is obviously a very important subject. 

You will have to give me the forbearance of asking this question. 
The florist asks a truckdriver to drop flowers off at 2015 K Street, 
an office. A gentleman cadis on Mothers Day and says, “Will you 
send flowers to my mother?” The florist tells the truckdriver, “I 
wanted this delivered by a certain time, 11 o’clock in the\moming,” 
because that is what the client or customer wanted. “In addition 
to that, I want to make sure that the flowers are well preserved 
before they get to the office, because obviously I want to preserve 
business.” 

Is that control? Explain to me what control is then. 

Mr. Christensen. I have to have more information from you. 
Does the truckdriver own his own rig? 

Mr. Matsui. I am afraid some of the people in the audience are 
going to be a little unhappy, because then you go right back into 
this law, complexity. Obviously the service will have some problem. 
This issue is much more complex than three tests. 

If you want to bring control under this thing, there are literally 
thousands of cases in the United States on what is control, how do 
you define an independent contractor from an employee. So, this is 
not just an issue of, you know, significant investment in training. 
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Obviously, a place of your own business and, third, a contract. This 
is a very difficult issue to resolve. Once you get into control, what 
is control? 

Mr. Christensen. That is — would agree. That is why the 20- 
point test has been so hard to interpret and enforce. 

Mr. Matsui. Exactly. We have a lot of work to do on the 20-point 
test. 

Mr. Christensen. The commissioner just came out with a train- 
ing manual that is somewhat simplified, but it is still very murky 
and hard to administer. 

Mr. Matsui. You are saying in your bill you are willing to put 
in the element of control? 

Mr. Christensen. To get that independent contractor, he has to 
make a decision on whether or not to accept that job. 

Mr. Matsui. OK. I have no further questions. 

Chairman JOHNSON. Mr. Laughlin. 

Mr. Laughlin. Just to follow up on that, it seems to me there 
is a real differential in the airline pilot and the truckdriver that 
Mr. Christensen talked about. The airline pilot does not get on any 
airline, as I understand it, without authority from the company or 
direction from the company, and certainly has a lot of other 
authoritive controls on where he flies and how he flies that the 
truckdriver may not have. 

Mr. Matsui. If the gentleman is directing that question to me, 
I agree. The only problem is, it is not in the bill. It is not in the 
bill. Somebody will have to resolve that issue. 

Chairman Johnson. If the gentleman will yield. 

Mr. Christensen, as I read your bill, to be independent, the serv- 
ice provider cannot just have a principal place of business. The bill 
reads, “The service provider. A, has a principal place of business; 
B, does not primarily provide the service in the service recipient’s 
place of business; or.” But those first, it would seem to be coupled 
together. 

It does not appear to me from your bill, having a principal place 
of business is sufficient. The “or” comes after the two are coupled 
together and goes on to say, “or pays a fair market rent for use of 
a service recipient’s use of business, or”, the next section, 2, is quite 
long and it has many parts to it. I do not think just having a prin- 
cip^ place of business under your bill is sufficient. 

Mr. Christensen. That is correct. Madam Chairman. 

Mr. Matsui. So, you are saying, if I may 

Chairman JOHNSON. No; what I aim pointing out is, the “or” 
comes after B, not after A. A and B are required before you get to 
the “or.” 

Mr. Matsui. You are saying A and B are required? That is not 
grammatically correct. 

Chairman Johnson. That is my question. 

Mr. Matsui. That is not how it is construed. It has a principal 
place of business, does not primarily provide the services in the 
service or recipient’s place of business, or pays fair — ^A, B, and C. 

Chairman Johnson. That is why I directed my question to 
Congressman Christensen. 

Mr. Christensen. That is correct. Madam Chairman. 
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Chairman JOHNSON. This is the kind of thing we will pursue in 
greater detail among us. We have to have the matter cleared up, 
and the issue Congressman Matsui brought up is worthy of our 
attention. 

Mr. Laughlin. John and Jay, I want to compliment you for get- 
ting us started. The discussion points out why we appreciate the 
spirit in which both of you wanted to cooperate. 

I can think of one newspaper in my State that is very concerned 
about what we do about the newspaper boy. I use that term, since 
my younger brother and I learned many valuable lessons being 
newspaper boys. Frankly, I would like to change it to make every- 
one that works for that company an employee, so it would put them 
out of business, because they never wrote one kind thing about me. 
But that is not the approach we need to be taking on this bill and 
this hearing. 

Mr. Kim. Are you referring the question to me? 

Mr. Laughlin. I am not even putting a question. Jay. But if you 
want to respond, I was going to reserve the questions until the op- 
portunity we can work together and go to the next witness. If you 
want to respond to what I said. Jay, I am happy to hear you on 
my time. 

Mr. Kim. I will await my turn then. 

Chairman Johnson. I thank the gentlemen very much for your 
thoughtful proposals in this area. 

Mr. Christensen, it is rare that freshmen are assigned to this 
Committee. You are one of those who was assigned in your fresh- 
man year to the Committee on Ways and Means, and you have 
made a very important contribution in proposing this legislation. 

Your experience, Mr. Kim, as a small business man with section 
530 will be very helpful to us. Thank you. 

Mr. Christensen. Thank you. Madam Chairman. I would like to 
say I look forward to working together with you and Congressman 
Matsui to clarify this area and make it easier for everybody. 

Chairman Johnson. Thank you. 

The next panel will assemble, please. Sandra Abalos, a certified 
public accountant from Phoenix, Arizona; David Barbee, president 
of Hospital Resource Personnel, Inc., Augusta, Georgia; Wayne 
Kessler from Pennsylvania; Dave Bolt from New Jersey; and Edgar 
Gee from Tennessee. We have a nice collection of small business 
representatives on the next panel. We will start with Sandra 
Abalos. 

Ms. Abalos, welcome. If you will proceed. 

STATEMENT OF SANDRA A. ABALOS, CERTIFIED PUBLIC 

ACCOUNTANT, ABALOS & ASSOCIATES, P.C., PHOENIX, 

ARIZONA 

Ms. Abalos. Thank you. I appreciate the opportunity to testify 
today. Thank you for inviting me. 

My name is Sandra Abalos. I am an elected delegate to the 
White House Conference on Small Business from Arizona and the 
Region IX Taxation Chair for the Implementation Team. I am a 
CPA. I hold my master’s in accounting, with an emphasis in tax- 
ation, and have been a small business owner for the past 17 years. 
My practice emphasis and expertise is with small business tax 
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matters, and I testify today on behalf of the small business commu- 
nity. 

The 1995 White House Conference on Small Business ranked the 
need for clarification of the independent contractor definition as the 
number one concern for small business. I was a cosponsor of that 
issue recommendation. This is such a critical issue because the 20 
common law factors used today in making a status determination 
do not provide an answer to the question as to whether someone 
is an employee or an independent contractor. That determination 
is purely subjective; and even as tax practitioners, we are often un- 
able to analyze the facts and make conclusive determinations with 
any level of assurance. 

In addition, the small business community has been the target 
of aggressive employment tax audits with inconsistent determina- 
tions. From 1988 to 1994, 11,380 employee tax audits have been 
conducted, resulting in $751 million of proposed assessments and 
alleged reclassification of 483,000 workers. 

Often the resulting penalties, tax assessments, and interest are 
so large that bankruptcy becomes the only alternative. In many 
cases, the cost of litigation exceeds the cost of assessment. If they 
win the case, they still lose the battle financially. 

The Internal Revenue Service recently recognized this undue 
burden on the small business community, and in response they 
have adopted two new programs to expedite the examination proc- 
ess, and they have developed new independent contractor training 
manuals. 

I have reviewed the manual in its entirety, and I commend the 
IRS for their efforts in attempting to provide reasonable guidance 
in this area. However, the training manual itself is evidence that 
this issue is in need of legislative clarification. 

The manual is over 100 pages long. It focuses on evidence of be- 
havior and financial control and ultimately is a subjective interpre- 
tation of the evidence. I do not believe that this will alleviate the 
problems of inconsistent and incorrect application of standards by 
IRS examiners. Retraining is just simply not enough. Legislation is 
needed to provide specific, definitive criteria for determination. 

If the I^ puts in this much time and resources to try and re- 
solve their internal understanding of this issue, then I ask you, 
how can the small business community ever hope to comply with 
any level of assurance? We do not have those kinds of resources. 

All these efforts are aimed at treating the symptoms of this 
issue. Instead, we need to cure the cause. House bill 1972 provides 
definitive criteria for determining who is an independent contrac- 
tor. The requirements are clear, they can be answered definitively, 
and they do not lend to subjective determination. 

The language and testing requirements are such that small busi- 
ness owners and practitioners can make a determination of a work- 
er’s status with a reasonable level of assurance, and this is the key 
issue before you. 

The White House Conference delegates’ regional tax chairs un- 
derstand that there is concern that House bill 1972 may prompt a 
reclassification of workers currently treated as employees. Please 
understand that the small business community wants clarification 
of the criteria, not a redefinition of who may be an independent 
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contractor. We are looking for a workable solution that achieves 
balance and equity for all that are affected. 

In my written testimony, I have made suggestions of ways to 
deter employee reclassification at the employment level. This con- 
cern can be addressed and should not be an effect of clarification. 

In closing, I ask Congress on behalf of the small business com- 
munity to continue the process to provide us with rules we can fol- 
low. We believe that consistent criteria will provide a clear line for 
determination, will create equity among industries, will protect 
workers from reclassification, and businessowners from redeter- 
mination; and, in addition, we believe that consistent criteria will 
enhance compliance. This can be a positive resolution for everyone. 

I sincerely appreciate the opportunity to testify, and I welcome 
any questions you may have. 

[The prepared statement follows:] 
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STATEMENT OF 
SANDRA A. ABALOS, CPA 
OF 

ABALOS & ASSOCIATES, P.C. 


The Honorable Nancy L. Johnson, Chair 
Subcommittee on Oversight 
Committee on Ways and Means 
104th Congress of the United States 
House of Representatives 
1136 Longworth House Office Building 
Washington, D.C. 20515 


Dear Madam Chair and members of the Subcommittee: 

I testify today on behalf of the small business community, t am an elected 
delegate from Arizona to the 1995 White House Conference on Small Business and 
the elected Region IX Taxation Chair for the Implementation Team. I am a Certified 
Public Accountant, hold a Masters degree in accounting with an emphasis in 
taxation, and own a public accounting firm with eight employees. I began my own 
small business upon graduation from college seventeen years ago. Our practice 
emphasis and expertise is with small business and small business tax matters. 

The 1995 White House Conference on Small Business ranked the need for 
clarification of the independent contractor definition as the number one concern for 
small business. Debra Lessin, CPA and myself were the co-sponsors of this issue 
recommendation at the Conference. 

This is a critical issue for small business because we have been the target of 
aggressive employment tax audits. From 1988 through 1994, there have been 
1 1,380 employment tax audits resulting in $751 million of proposed assessments 
and reclassification of 483,000 workers as employees. Often the resulting tax 
assessments, penalties and interest charges are so large that bankruptcy becomes 
the only alternative. Small business simply does not have the financial resources to 
adequately defend and litigate adverse determinations. The cost of litigation may 
even outweigh the cost of assessment; if we win the case, we still lose financially. 
These are real consequences to the small business community despite our best 
efforts to comply with the criteria as it exists in the 20 common law factor test. 

The 20 factors do not provide an answer to the question of whether a worker is an 
employee or an independent contractor. This lack of a clear and objective standard 
causes problems for both small business and the Internal Revenue Service. The 
Internal Revenue Service recently adopted the Classification Settlement Program 
and the Early Referral Program to expedite the examination process and apply 
provisions under section 530 of the Revenue Act of 1978 if applicable. In addition, 
the Internal Revenue Service has produced a new training manual for their auditors 
on employee or independent contractor classification audits. I have reviewed the 
new training manual In its entirety and I commend the IRS for their efforts in 
attempting to provide reasonable guidance in this area. However, the training 
manual itself is evidence this issue is in need of legislative clarification. The 
manual is over one hundred pages long, focuses on evidence of behavioral and 
financial control, and ultimately is a subjective interpretation of the evidence. I 
believe this is the best that can be done with the 20 common law factors we have 
today. However, I do not believe this will alleviate the problems of inconsistent 
and incorrect application of worker classification standards by IRS examiners. 
Retraining is simply not enough; legislation is needed to provide specific definitive 
criteria for determination. If the IRS puts in this much time and resources to try 
and resolve their internal understanding, how can the small business community 
ever hope to comply with any level of assurance. 
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HR 1972, The Independent Contractor Tax Simplification Act of 1995, provides 
definitive criteria for determining who is an independent contractor. The 
requirements are clear, can be answered definitively, and do not lend to subjective 
determination. HR 1972 Incorporates those points that are at the heart of an 
independent contractor relationship, requires a written contract, and submission of 
1099's to the Internal Revenue Service. If the service recipient fails to comply 
with IRS reporting requirements, they may not rely upon the definitive criteria and 
are then subject to the existing 20 common law factors. The language and testing 
requirements of HR 1972 are such that small business owners and practitioners 
can make a determination of a worker's status with a reasonable level of 
assurance; this is the key issue before you. 

I believe legislation providing a definitive testing criteria will in fact enhance 
reporting compliance and create worker classification consistency and equity 
among industries. As tax and financial advisors, we address worker classification 
issues more frequently than any other small business tax issue. In practice, this Is 
considered a "gray'* area of taxation, meaning that a small business can reach one 
conclusion based on the facts; yet the Internal Revenue Service may reach an 
entirely different conclusion considering the exact same facts. We find when an 
issue is highly subjective or "gray," there is a tendency to justify the more 
favorable outcome. In making a worker classification determination, business may 
tend to lean toward independent contractor status whereas the IRS will lean 
toward employee status. Thus we have the audits, appeals, classification programs, 
new training manuals, etc. These are all in an attempt to bring definition to who is an 
independent contractor. If, however, the testing criteria is such that an answer can 
be determined, then classification becomes a clear line. By removing the subjectivity, 
you take away the "gray", there is no more "leaning", compliance is enhanced, and 
industry classifications become consistent. Think of the productive time and energy 
that could be saved by clarity. Small business will comply with the rules, we simply 
need to be able to determine what those rules are. 

The WHCSB Delegates and Tax Chairs understand the concern that HR 1972 may 
create reclassification of workers currently treated as employees. Please 
understand, the small business community wants clarification of the criteria, not a 
redefinition of who may be an independent contractor. The small business 
community is unique as we are on "both sides of the fence" with this Issue. Small 
business owners are often independent contractors and small business owners 
often hire independent contractors as well as employees. We are looking for a 
workable solution that achieves balance for all who are affected. We are looking 
for a solution that creates equity and maintains compliance. We do not want a 
massive reclassification of employees to independent contractor status. If the 
Committee is concerned about rampant reclassification, perhaps you could exclude 
designating independent contractor status to those who are currently employees 
unless the 20 point test and Section 530 safe harbor tests are met. 

The cost of government compliance enforcement on this issue must be astounding, 
not to mention the compliance costs to the small business community. With a 
clear definition, we could shift the focus of IRS efforts from reclassification of 
independent contractors to compliance with existing tax laws. With the 
down-sizing of corporate America, we see many more violations of worker 
classification issues at the large corporate level. I have a client who is an architect 
and has worked at the same firm for twenty years. Two years ago, the Company 
changed his classification from an employee to an independent contractor. He 
does the same job. works in the same office, the same hours, with the same 
direction; the only difference being the manner in which he is compensated and the 
benefits he is now eligible to receive. This seems a clear violation of the 
independent contractor definition and should be pursued by the IRS. Perhaps the 
IRS could explore an employment referral program where workers who are 
misclassified can report these cases directly to the IRS and prompt an 
investigation. If this were available and promoted to the public, such a program In 
and of itself may deter such tendencies and activities at the employment level. 
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Congress must provide a simple and uniform definition of independent contractor 
that we can ail rely upon. By this I mean employers, workers, practitioners, and 
the IRS must all be able to analyze a set of facts and make a reasonably consistent 
determination. HR 1972 establishes an objective definition of independent 
contractor that can produce a consistent determination. I ask Congress, on behalf 
of all small business, to continue the process to provide us all with rules we can 
follow. We believe consistent criteria will create equity among industries, will 
provide a clear line for determination, and will protect workers from reclassification 
and business owners from redetermination. In addition, we believe consistent 
criteria will promote compliance. This can be a positive resolution for all. 

I thank this Subcommittee and the 104th Congress for acknowledging the concerns 
of the small business community with respect to the independent contractor issue, 
and for working to create legislation to clarify the definition. 

I sincerely appreciate the opportunity to testify and welcome any questions you 
may have. 

Respectfully, 

a . , CP/) 

Sandra A. Abalos, CPA 
WHCSB Region IX Taxation Chair 
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Chairman JOHNSON. Thank you very much for your testimony. 
We can come back to questions at the end. 

Mr. Barbee. 

STATEMENT OF DAVID BARBEE, PRESIDENT, HOSPITAL 
RESOURCE PERSONNEL, BMC., AUGUSTA, GEORGIA 

Mr. Barbee. Madam Chairman and Members of the Subcommit- 
tee, my name is David Barbee. I am the owner-operator of Hospital 
Resource Personnel, Inc., which is a nurse referral agency based in 
Augusta, Georgia. 

Mr. Barbee. My business consisted of referring self-employed, 
independent contractor nurses to hospitals and other institutions 
that have peak demands for nurses. A nurse who elects to join my 
company’s registry always has the right to accept or decline offers 
of assignments. The nurses are all State licensed, and my company 
does not provide them with any training or any instruction on how 
to perform those services. 

During 1990, the Internal Revenue Service audited my company 
and contended that the companys classification of nurses as inde- 
pendent contractors was wrong. My attorney and I explained to the 
IRS representative that my company was eligible for protection 
under section 530 of the Revenue Act of 1978. My attorney pro- 
vided the IRS representative with the detailed explanation of why 
my company qualified under the safe harbor. 

IRS rejected the claim based on the contingent that my company 
failed to comply with the Form 1099 requirements of section 530. 
The IRS claimed that for one period the Form 1099 had not been 
filed when, in fact, all those forms had been filed. 

We found the Form 1099 that my company filed for the period 
in question, we also obtained from many nurses their copy of the 
forms, that my company had sent to them, and even after showing 
these to the IRS, the IRS still refused to accept my company’s sec- 
tion 530 protection. Ultimately, the IRS assessed my company over 
$1 million in back taxes, penalties, and interest. The exact number 
is $1.4 million. 

Based on the advice of my lawyers, we paid a divisible portion 
of the tax submitted, submitted a refund claim which was denied, 
and filed suit against the government’s seeking funds. 

As you probably know, after the final refund action in district 
court, my case was transferred from the IRS to the Justice 
Department. The Department of Justice recognized how prepos- 
terous the 1099 issue was and never considered it. Instead, the 
Department of Justice contested that my company’s section 530 
claim was based on the contention that my company did not satisfy 
the substantive requirement of the test. 

Shortly after filing for the refund action, the IRS commenced ag- 
gressive collection actions against my company and sought to levy 
all my company’s assets. My wife and I were terrified that the IRS 
collection actions were going to shut down the business that my 
wife and I spent so much time in building. I would have no re- 
sources to fight for my own right to practice, as allowed by the 
Constitution. 

My attorney filed papers with the court to stop the IRS from pur- 
suing the collection activities and a very short time later filed for 



34 


motion for summary judgment on the section 530 issue. The court 
ruled on the summary judgment motion and held, not only was my 
company qualified under section 530 protection, but it qualified 
based on three separate reasonable bases; namely, a reasonable re- 
liance on judicial precedent, a reasonable reliance on Revenue 
Ruling 61-196, and a reasonable reliance on a reasonable interpre- 
tation of the common law test. 

I am fortunate that my company had the financial resources 
av£ulable to defend me against the IRS attack on my business. The 
fact that the IRS would not accept the section 530 defense where 
the court had held that my company was eligible on three separate 
bases, and the fact that I almost lost my business as a consequence 
of the IRS’ aggressive collection effort to collect the taxes that the 
court held my company did not owe, it is unconscionable. 

Although I understand it is difficult to attain attorney fees under 
the current interpretation of the tax bill of rights, when my attor- 
ney filed for attorney fees, the government never contested. I re- 
ceived a check from the government several weeks ago. The govern- 
ment check did not cover the fees that occurred, however, but the 
cost was over $10,000 more than I received. 

This $10,000 that the government had to write — did not have the 
right to take from me. More important than the money, however, 
the government had no right to put my wife through the many 
months of long nightmare, living in daily fear of losing our busi- 
ness, when we did nothing wrong. 

As a law-abiding taxpayer who had built a significant business 
that provided a lot of opportunities for entrepreneur nurses, I to 
this day cannot fathom why the IRS expended so much effort to 
drive me out of business. It just does not make any sense to me. 

The reason I testified before this Subcommittee today is to ask 
for your help in reining in the IRS. Although I have heard a lot 
of testimony today about the problems of the current law, in my 
opinion, the current law on the books is just fine. The problem is 
in the enforcement by the IRS. If nothing is done to change the 
IRS’ enforcement, then changing the law will not make any 
difference. 

The court held that under current law my case was clear. I won 
on three separate reasonable tax bases. This does not stop the IRS 
from making me go to court to win. I do not understand why one 
would think that a change in the law would protect taxpayers from 
having to go through the hell that my wife and I had to go through 
when this case could hardly be clearer than mine was. 

In my opinion, the Congress needs to enact a law that stops the 
IRS from acting as predators on small businesses. Under the noto- 
rious ETEP programs, the IRS has focused its attack on small busi- 
nesses who, I guess, the IRS assumes cannot afford to fight back. 
Through intimidation and aggressive collections, the IRS seeks to 
coerce those businesses to reclassify workers as employee status, 
with complete disregard for why the worker was actually classified 
correctly. These practices need to be stopped now. 

What I think is needed is a modification of the tax bill rights fee 
recovery provision that would make it easier for taxpayers to be eli- 
gible to recover fees in cases where the taxpayer is held eligible 
under section 530 protection. Furthermore, in those cases tax- 
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payers must be made whole. The law should provide that in cases 
like mine the government is required to bear the total cost of de- 
fending against an unjustified IRS attack, not just a portion. 

Although I know the Subcommittee considered a proposal that 
will significantly change the test of independent contractor status, 
I am not certain whether that is a good approach at this time. 

As I indicated earlier, I do not believe there is any problem with 
the law. Current and new law only add further confusion, and after 
reviewing a copy of the bill, I am not sure whether my company 
would qualify, because it would depend on how certain terms of the 
bill were defined. If the IRS is allowed to define the terms, my 
guess is that my company would probably not qualify. 

The greatest concern I have with the bill is whether its enact- 
ment might involve some tradeoff that affects section 530. 

My wife and I have spent what is, to us, a great deal of money 
to endure many sleepless nights and finally to obtain some cer- 
tainty for my company. I do not think it is worth jeopardizing cur- 
rent law, particularly section 530, as a tradeoff pursuing a new law 
that presents some of the same type of uncertain terms and defini- 
tions that earlier witnesses have explained about under current 
law. In my view, this is especially so when, based on my experi- 
ence, the real problem seems to be with the agency that enforces 
these laws, the IRS. Unless IRS enforcement strategies are 
changed, I do not believe it makes any difference what the law is. 

Thank you for the privilege to testify this morning, and I am 
sorry I went over time, but thank you so much for your indulgence. 

[The prepared statement follows:] 
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STATEMENT OF 
DAVID BARBEE 
OF 

HOSPITAL RESOURCE PERSONNEL, iNC. 


SUBCOMMITTEE ON OVERSIGHT 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 


June 4, 1996 


Madam Chai rman and Members of the Subconmiittee; 

My name is David Barbee. I am President of Ho^ital Resource Personnel, Inc., a nurse 
referral agmcy based in Augusta, Georgia. I am also an Advisory Board Member of the 
Independent Contraaor Association of America, Inc. (the "ICAA"). 

My company’s business consists of referring self-employed independent contractor nurses 
to perform services for ho^ttals and other institutions that have a peak demand for nurses. We 
refer only state-licensed nurses, and do not provide any training or instructions concerning the 
services they perform for clients. 

The ICAA is a national association dedicated to the preservation of independent 
contractor status. ICAA members consist of individuals working as independent contractors and 
busmesses that purchase services from independent contractors. ICAA currently represents over 
3,000 independent contraaors and businesses that engage independent contraaors. 

Although 1 am generally supportive of the objectives of the independent contractor reform 
legislation introduced by Representative Christensen (R-Neb) and the similar bill introduced in the 
Senate by Senators Nickles (R-Okla) and Bond (R-Mo), I nonetheless, urge the Congress to 
proceed with caution and careful deliberation before enacting any legislation that would affect 
the definition of independent contractor status. 

I agree with the proponents of the pending independt. contractor reform legisbtion that 
the Internal Revenue Service ("IRS") construes the tax laws that distinguish between enq)loyees 
and independent contractors unfairly, with an overen^hasis on converting independent 
contractors — whether bona fide or not — to employee status. The fact that the IRS would 
include as part of its Enqiloyment Tax Examination Program ("ETEP") a component that targets 
for worker classification challenges businesses with assets of less than $3 million (who are least 
financially able to defend against IRS challenges) is utterly unjustifiable. 

The basic problem, however, is one of mforcement, not the law. 

In my particular case, the court held that under current law, my company's classification of 
workers as independent contractors qualified for protection under Section 530 of the Revenue 
Act of 1978 — based on three separate and independent "reasonable bases,” namely, reasonable 
reliance on a judicial decision, reasonable reliance on a revenue ruling and reasonable reliance on 
the common law test. 

To be sure, it is difficult to imagme how a case could be more clear than mine under any 
law. Notwithstanding the clear application of Section 530 to my case, however, the IRS forced 
me to bear the financial risk of going to court in order to continue classifying workers as 
independent contractors. 

My case demonstrates that a good law can be made to look bad if the law is subject to 
perverse enforcement. 

I submit that although the pending legislation to establish a new safe harbor provision has 
been helpful in sensitizing the IRS national office to the harsh treatment that taxpayers are 
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receiving at the hands of overzealous IRS agents,' I am not sure whether the enactment of such a 
law would actually acconq}Iish much for small business taxpayers. 

My case did not arise out of an uncertain application of the law, it arose out of the IRS 
seeking to coerce my business into reclassifying workers to employee status irrespective of the 
law. Consequently, I believe that any independent contractor reform ^ould focus on the IRS. 
The IRS's attack on small businesses that use independent contractors must be stopped. 

A starting point for modifying the IRS*s enforcement philosophy with respect to small 
businesses that engage independent contractors would be; 

* to enact a provision that would allow a small buaness taxpayer that (1) explains to the IRS 
in writing why it is eligible for Section 530 protection, and (2) is held by a court to qualify 
for Section 530, to recover from the government ail the costs incurred in defending against 
the IRS challenge. 

A fee recovery provision along these lines would provide small business taxpayers with the 
certainty they need to vigorously defend against IRS challenges to their classification of workers 
as independent contractors when they are confident that their classification is protected under 
Section 530. 

One of the reasons for going slow with at^ new legislation afifeaing the definition of 
en^loyee or independent contractor is that certain aspects of current law are for many taxpayers 
— including me — sacrosanct. My concern with any law that would affea the determination of a 
worker's status for federal tax purposes is attributable in part to the fact that the legislative 
process can be unpredictable. In other words, the law that is introduced might not be the same as 
the Law ultimately enacted. What is more, if the proposed law is determined to cause a loss of tax 
revenues to the federal government, I am concerned about the type of revenue-raising provision 
that might be combined with the bill to offset its revenue loss. 

Consequently, I respeafuliy urge the Congress, in its consideration of legislation affecting 
independent contractor status, to ensure that: 

* The protection currently provided under Section 530 not be di^laced; 

* The other statutory independent contractor provisions be preserved; 

* The 20-factor common law test for determining independent contractor status remain as the 
"fall-back" test for workers who do not satisfy a safe harbor test; and 

* If the proposal results in a revenue loss to the government, the proposal not be "paid for" by 
imposing withholding — mandatory or optional — on payments made to independent 
contractors. 

If substantive change is deemed essential, the change in my opinion ^ould be minor. An 
appropriate change in the definitional rules at this juncture ^ould build on current law. I submit 
that the Congress should consider fine-tuning Section 530 in a way that would limit the IRS's 
ability to seek to inqjose on taxpayers strained ioteipretations of Section 530. Fine-tuning 
changes might include; 

* Inqrosing a de minimis exception to the consistency requirement of Section 530, and 
requiring the consistency requirement to be met only with reject to the three consecutive 
years next preceding the year at issue; and 


^ Recent developments at the IRS — that ar^ably resulted from the pending legislation — 

include (1) a set of draft Training Guidelines for IRS agents concerning the independent 
contractor issue, (2) Aimouncement 96-13, which allows certain employment tax issues, including 
worker classification disputes, to be eligible for an early referral during audit for IRS Appeals 
consideration, and (3) an IRS Fact sheet that announced a new worker classification settlement 
program ("CSP") that might be advantageous to some bu^esses. 
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♦ Defining by statute the percentage of an industry that constitutes a “significant segment" for 
purposes of the industry practice safe harbor of Section 530. 

According to the Small Business Administration, there are five million independent 
contractors in America. Almost one-third of all companies use independ^t contractors to some 
degree. Independent contractor status gives both service providers and service recipients the 
flexibility needed to be corr^etitive in today's economic environment. It is submitted that the fact 
that so many independent contractors currently exist demonstrates that the existing laws, ^^bile 
perhaps not perfect, are not altogether flawed. 

Liberalize Fee Recovery Provision For Small Businesses that 
Qualify for Section 530 Protection 

Currently, a ta^ayer must show that the IRS's portion is not substantially justified in 
order to qualify for reimbursement of the attorney fees incurred in defending against an IRS 
challenge to its classification of workers as indq>endent contractors. The only fees that are subject 
to recovery are those incurred in connection with actual litigation. The provision also itx^oses a 
cap on the hourly rate that can be recovered. 

Although a proposed revision of the fee recovery provision is contained in legislation that 
passed the House of Representatives and is prading before the Senate, those provisions would 
shift the burden of proof to require the IRS to demonstrate that its position in a case in which the 
taxpayer prevailed was substantially justified.^ In my judgment, those provisions, while 
appropriate for many cases, should be e)q)anded for Section 530 cases. 

I suggest that a taxpayer that explains to the IRS in writing why it is eligible for protection 
under Section 530, but is nonetheless forced to litigate the case, d be entitled to recover all its 
costs incurred in connection with the dispute, provided that the court holds that the taxpayer is 
eligible for protection under Section 530 based sub^antially on the rationale that the taxpayer 
provided the IRS in its written e?q)lanation. 

Preserve Section 530 

Section 530 was enacted in reaction to overzealous efforts by the IRS in seeking 
reclassifications of workers to employee status. During the past several years, the IRS has been 
pursuing a worker reclassification program with similar aggression. Many businesses that engage 
independent contractors currently do so with great fear of having to possibly defend against an 
IRS worker reclassification challenge in a lengthy — and expensive — court battle. Section 530 
provides a valuable refuge for such businesses. Section 530 provides businesses with a means of 
engaging independent contractors with some degree of security that the IRS will leave them 
alone. Each of the safe harbors of Section 530 are important for a specific reason. 

Reasonable reliance on administrative or judicial precedent is uiq>ortant, because it 
protects businesses that have sought to properly classify workers based on a good-faith 
interpretation of applicable precedent. The subjective nature of the co mm on law test in many 
cases defies a precise conclusion as to a worker's status. This safe harbor is needed, therefore, to 
enable businesses to enter into business relationdiips with contractors, based on a reasonable 
interpretation of case law and certain IRS admini^rative guidance, without fear that the IRS will 
later interpret that precedent differently and force the bu^ess to litigate the matter in court. 

The prior IRS audit safe harbor is also important because it protects businesses fiom 
repeated IRS audits, year after year, concerning the same workers. The safe harbor was enacted 
precisely because the IRS was harassing businesses with recurrent audits concerning the very 
same workers. The criticism sometimes made about this safe harbor — that it would apply to a 
business that had been audited by the IRS on an imrelated issue — is simply unfounded. The 
requirement that reliance on the safe harbor be "reasonable" would prohibit that possibility. To 
eliminate this valuable safe harbor would subject businesses, once again, to repeated harassment 
by the IRS concerning workers wiio the IRS has previously determined to be properly classified. 

^ Under current law, the ta>q)ayer must demonstrate that the government’s position was not 
substantially justified. 
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The industry practice safe harbor is a critical safe harbor for those industries where a type 
of worker had always been clashed as an independent contractor, but no administrative or 
judicial precedent has been established to con£im the appropriateness of that classification. It is 
submitted that wiiere an industry practice has been followed year after year with reject to the 
classification of a type of worker, there is no plausible rationale for disrupting that practice _ 
e^ecially t^fien the condensation paid such workers is reported on Forms 1099, as Section 530 
requires. 

The "other reasonable basis" safe harbor is valuable to those businesses that have a 
reasonable basis for classi^dng workers as indep^dent contractors but do not qualify for one of 
the statutorily-prescr9>ed safe harbors. Courts have provided a constrained interpretation of this 
safe harbor, and current law in this area should not be disturbed. 

Overall, Section 530 provides a safe havoi protection to businesses that, since the law's 
enactment, have assiduously condlied with its requirements. Tens of thousands of business 
arrangements have been structured in reliance on Section 530. To abandon any of the safe havens 
ofiered under Section 530 would significantly disrupt the market for freelance talent, and produce 
no ofi&etting benefit. The Form 1099 requirement contained m Section 530 already requires that 
the condensation paid an independent contractor that is covered by Section 530 be reported to 
both the worker and the government. Ihus, there would be no revenue gain to be derived from 
such a disruptive action (actually there would likely be a revenue loss as a consequence of existing 
business relationships that produce taxable income being severed). 

Section 530 was enacted to stop repeated audits and ensure fairness. The fairness 
established by Section 530 should not be eliminated. 

For the foregoing reasons, I strongly urge the Congress, in its consideration of alternative 
proposals to reform the independent contractor laws, to not disturb the protection currently 
provided under Section 530. 

Retain the Common Law Test 

No matter what the Congress decides with reject to the establishment of additional safe 
harbor protection for independent contractor status, it is submitted that the common law test must 
be preserved for those workers who might not qualify for a safe harbor. 

The nation’s economy is dynamic and unpredictable. Individuals are curroitly providing 
services that merely a decade ago could not have been &thomed. Thus, while a safe harbor could 
be devised that covers all types of services that are provided in today's economy, there is simply 
no way to ascertain whether the safe harbor would also cover new types of services that might be 
performed five years from now, or even two or three years hence. For this reason, the common 
law test — as a test of last resort — must remain sacrosanct. 

No Withholding 

Proposals have been offered to impose withholding on payments made to independent 
contractors. The proposals have been offered either as a "trade-off" for certainty in a worker’s 
independent contractor status, or as a means to "pay for" the revenue loss that would be 
attributable to a proposal that modifies the worker classification rules in a way favorable to 
independent contractors. 

I submit that any withholding proposal — mandatory or optional — would be devastating 
to the viability of independent contractor status. 

To single out the independent contractor sole proprietor^p for withholding — while 
exeaq)ting other forms of business — would place independent contractors at an unfair 
disadvantage relative to their conq)etition. Current law recognizes several forms of business, e.g., 
corporation, partnership, proprietorship, LLC and LLP. A company that contracts with a firm to 
provide services currently has no duty to withhold on the fees paid the firm, irrespective of the 
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form of CTtity through which the Brm operates. To single out proprietorships for mq)osmg 
withholding would inq>ede their ability to attract and retain clients, inasmuch as the clients and 
potential clients of a proprietorsh^) subject to withholding would be burdened with administrative 
withholding duties that they would avoid by contracting instead with the proprietor^iip's 
competitors that operate through a different form of business. 

Furthermore, to impose withholding on payments made to independent contractors would 
create coiiq>etitive imbalances within and among industries. The actual financial impact on a 
business o^ for exanqile, a S-percent withholding rate would depend on the business's net profit 
as a percentage of gross revenues. A business with a net profit margin of 10 percent of gross 
revenues would be much more affected by 5 percent being withheld from their fees than a 
business with a net profit margin of SO percent of gross revenues. In the former case, the 
government would be withholding 50 percent of n^ income for the year (5% / 10%), whereas in 
the second case the govemmoit would be withholding 10 percent (5% / 50%). Such variances of 
net income as a percentage of gross revenues exist both within and among industries. 

The reason why withholding is not problematic as applied to employees is that an 
employee's net income from a job is general^ equal to or very near 100 percent of wages paid. 
Enployees are not required, for example, to advertise their services, to purchase the equpment 
and supplies needed to perform their services or to pay the expenses otherwise incurred in running 
a business. Their eoployer assumes those burdens. And, their enployer is not subject to 
withholding with respect to its revenues. 

For the foregoing reasons, I luge the Congress to remain steadfast against any effort to 
inpose withholding in any form on payments made to independent contractors. 

Modify Consistency Requirement of Section 530 

A common argument made against Section 530 is that it creates unfair competitive 
distinctions betweai businesses that are eligible for Section 530 — vAxo are free from harassment 
by the IRS, and those that are not et^jble — v^o remain vulnerable to recurring IRS challenges 
to their classifiettion of workers as independent contractors. 

One of the most onnous and unforgiving requirements of Section 530 is its consistency 
requiremoit — wtiidi requires that a taxpayer ahwys classify all substantially amilar woikers as 
nidq)eadeat contractors. A conpany that has treated one type of worker as an enployee is 
forever precluded fiom obtaming Section 530 protection with respect to that type of worker. 

Although the objective of the conastency requirement is meritonous, its application in 
some cases can produce harsh and undesirable outcomes. For example, consider two businesses, 
one started during 1980 and the other in 1990. The business started in 1980 was a pioneer in hs 
industry and origmalty classified a certain type of worker as employees, but almost immediately 
converted them to indepoident contractor status. The other business started in 1990 and classifies 
its work force the same as the first business currently does. 

hi this scQiaiio, thepioneer busiaess that effectively showed the rest of its industry that a 
certain type of woiker is more suitably classified as independent contractors would be precluded 
from ever obtaining protection under Section 530 with respect to those workers. Its competitors, 
however — that emulated its bu^ess structure and that learned from its early mistakes — can 
qualify for Section 530 protection. 

It is submitted that such a result is unjust. It is fiuther submitted that the inequitable result 
just described could be avoided if the conststency requirement were modified so that it did not 
operate as an absolute perennial bar. 

We urge the Congress to consider modifying the consistency requirement so that: 

* Ade minimis violation of the requirement not be taken into account, and 
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* A taxpayer that violates the requirement not be forever barred from eligibility, but only be 
deemed ineligible for a specified period of time, such as three years. After the expiration of 
the ^ecified period of time, the earlier violation would be disregarded. 

These suggested modifications of the consistency requirement are minor, and they would 
preserve the general objective of the requirement by requiring consistent treatment of substantially 
similar workers. At the same time, however, the suggested modifications would e limin ate the 
perceived conqietitive imbalances that can be created by Section 530. 

Clarify Industry Practice Safe Harbor 

A frequoitfy litigated issue involving the industry practice safe harbor provision of Section 
530 involves determining \^ilat percentage of an industry constitutes a significant segment of the 
industry. Although IRS Commissioner Margaret Richardson confirmed in a letter to 
Subcommittee Chai rman Nancy Johnson (R>Ct) that the IRS does not interpret the term as 
requiring between 6S and 90 percent, that letter has not been accorded appropriate deference by 
IRS representatives in "the field." 

It is submitted that the controversy over this issue has created needless uncertainty for 
taxpayers and should be resolved. The means for resolution is apparent; the Congress should 
^ecify by statute a minimum percentage that is deemed to constitute a significant segment. 

Conclusion 

For the foregoing reasons, I respectfully urge the Congress to approach new legislative 
proposals for addressing the perennial issue of worker classification cautiou^, and that 
protections that are contained under current law not be sacrificed as a price to be paid for a new 
approach. 

I appreciate the opportunity to present this statement and to testify today. If you have any 
questions or would like addhional information concerning the foregoing comments, please let me 
Imow. 


Re^ectfuUy submitted. 


David Barbee 

President, Ho^hal Resource Personnel, Inc. 
Advisory Board Member, ICAA 
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Chairman Johnson. Thank you so much for sharing your testi- 
mony with us. I appreciate that the witnesses have come from 
some distance to be here, and I appreciate your thoughts. 

Mr. Kessler. 

STATEMENT OF WAYNE KESSLER, PRESIDENT, LDW, INC., 
BENSALEM, PENNSYLVANIA 

Mr. Kessler. Thank you. 

My name is Wayne Kessler, and I am president of LDW, Inc. I 
want to thank all of you for the opportunity to address an issue 
that has been described by the business community as the single 
most important problem for small business. 

There are only two things you can do when the heavy hand of 
government places their regulatory mitts on your shoulders; fight 
or capitulate. I and several others decided to fight. I knew my deci- 
sion to fight City Hall would be a long, lonely, and costly battle, 
but I believed in my cause and hoped that somewhere in our 
government my voice would be heard. Today is that day. 

My company, LDW, Inc., located in Bensalem, Pennsylvania, was 
founded 15 years ago after the company I was employed with 
closed. I was 38 years old at the time and decided to strike out on 
my own. With about $3,000 in my hand, hard work, and a belief 
that opportunities abound in this country, I took my shot and have 
had many successful years as a small business owner. 

As part of our normal course of business, LDW contracts with 
many other small businessmen and women to service the cable tel- 
evision industry, constructing and installing the cable services that 
we all enjoy in our homes today. In so doing, I feel that I accom- 
plish something for the community, the subcontractors, and for my 
family. 

When I started the business, I believed that I could be successful. 
I believed in myself and my country. This is America, the land of 
opportunity for those with a little luck and a little moxie. 

In 1989, LDW was audited by the IRS, during which time the 
use of our independent contractors was examined. At the conclu- 
sion of the investigation, the IRS informed us that no change was 
necessary in our reported taxes or our business operation. 

During the audit, the IRS agent carefully scrutinized our use of 
subcontractors. The agent checked all the pertinent facts — con- 
tracts, invoicing, training, historical treatment of the workers, and 
so on. As far as the auditors were concerned, we were conducting 
our business in a proper manner. 

Last year, we were notified by the IRS that LDW was going to 
be audited once again. We were told that there was a special 
project within the IRS targeting the cable installation industry. 
Unfortunately, our encounters with IRS auditors this time have re- 
sulted in threats and intimidation. 

During this audit, we were advised that our use of independent 
contractors was in error, although our business practices and use 
of the independent contractors remained unchanged since the 1989 
audit when we were given a clean bill of health. However, we were 
told that a prior audit could easily be overturned. In addition, the 
auditor did not consider industrywide practice or legal precedent as 
claim to section 530 relief. 
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We have asked the IRS, under the Freedom of Information Act, 
to give us the working papers of the 1989 audit. We requested this 
information in September 1995, and the IRS has yet to supply the 
documents. In the meantime, however, the IRS auditor wants to 
deny LDW section 530 relief. 

We have the letter that the IRS sent to us at the conclusion of 
the 1989 audit indicating we were indeed operating appropriately. 
However, this does not seem to be enough for them either. It is 
clear the IRS is treating their previous finding of “no change” as 
irrelevant and incorrect. 

In May, 1996, LDW was notified by the IRS auditor that they 
would like us to settle the matter of claims against LDW. I am not 
certain at this time what the specific details of the settlement 
would involve. However, it seems clear that the IRS wants LDW 
to comply with vague guidelines that most certainly will be 
rewritten. 

Nothing has changed in our mode of operation since 1989, much 
less since the company was started, either within the industry or 
the IRS guidelines, that would warrant reclassification or substan- 
tiate treating the previous IRS findings as incorrect. 

If we continue to fight the IRS’ arbitrary and capricious de- 
mands, hefty assessments will be levied against us wWch will put 
LDW out of business. This is particularly egregious because the 
IRS has already determined in a previous audit that our contrac- 
tors are independent and not employees. I am in the unenviable po- 
sition of being regulated out of business this year and legislated 
back into business next year, an impossibility for me. 

If this is allowed to happen, what message are we sending the 
small business community and entrepreneurs who, through sweat 
and hard work, have created many jobs and helped people build 
their lives and their communities? To paraphrase Mr. Wilson, what 
is good for small business is good for America. 

Thank you for your time, and I will be happy to answer any 
questions that you may have. 

[The prepared statement follows:] 
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TESTIMONY OF WAYNE KESSLER 
PRESIDENT 
LDW, INC. 

BEFORE THE 

SUBCOMMITTEE ON OVERSIGHT 
COMMITTEE ON WAYS AND MEANS 

UNITED STATES HOUSE OF REPRESENTATIVES 

JUNE 4 , 1996 


I want to thank all of you for the opportunity to address an 
issue that has been described by the business conmunity as the 
single most important problem for small business. 

There are only two things you can do when the heavy hand of 
the government places their regulatory mitts on your shoulder, 
fight or capitulate. I and several others decided to fight. 

I knew my decision to fight “City Hall" would be a long, 
lonely and costly battle, but I believed in my cause and hoped 
that somewhere in our government my voic6 would be heard. 

Today is that day. 

My company, LDW, Inc,, located in Bensalem, PA, was founded 
15 years ago after the company I was employed with closed. X was 
38 years old at the time and decided to strike out on my own. 

With about $3,000 in hand, hard work and a belief that 
opportunities abound in our country, I took my shot and have had 
many successful years as a small business owner. 

As part of our normal course of business, LDW contracts with 
many other small businessmen and women to service the cable 
television industry constructing and installing the cable 
services that we all enjoy in our homes today. In so doing, I 
feel that I accomplish something for the community, the sub- 
contractors, and for my family. When I started the business 1 
really believed that I could be successful. I believed in myself 
and ray country. This is America, a land of opportunity for those 
with a little luck and a little moxie. 

In 1989, LDW was audited by the IRS during which time our 
use of independent contractors was examined. At the conclusion 
of the investigation, the IRS informed us that no change was 
necessary in our reported taxes or our business operation. 

During the audit, the IRS agent carefully scrutinized our use of 
subcontractors. The agent checked all the pertinent facts - 
contracts, invoicing, training, historical treatment of the 
workers and so on. As far as the auditors were concerned we were 
conducting our business in a proper manner. 

Last year, we were notified by the IRS that LDW was going to 
be audited once again. We were told that there was an 
“unofficial" special project within the IRS targeting the cable 
installation industry. Unfortunately, our encounters with the 
IRS auditors this time around have resulted in threats and 
intimidation. During this audit, we were advised that our use of 
independent contractors was in error, although our business 
practices and use of independent contractors remained unchanged 
since the 1989 audit - when we were essentially given a clean 
bill of health. However, we were told that a prior audit could 
easily be overturned. 

In addition, the auditor did not even consider industry-wide 
practice or historical precedent as claim to Section 530 relief. 
We have asked the IRS, under the Freedom of Information Act, to 
give us the working papers of the 1989 audit. We requested this 
information at the beginning of this year and the IRS has yet to 
comply. In the meantime, however, an IRS auditor wants to deny 
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LDW Section 530 relief. We have the letter that the IRS sent to 
us at the conclusion of the 1989 audit indicating we were indeed 
operating appropriately, however, this does not seem to be enough 
for the them. It is clear the IRS is treating their previous 
findings of “no change" as irrelevant and incorrect. 

Earlier this month, LDW was notified by the IRS auditor that 
they would like us to settle the matter of claims against LDW. I 
am not certain at this time what the specific details of the 
settlement would involve, however, it seems clear that the IRS 
wants LDW to comply with vague guidelines that most certainly 
will be rewritten. Nothing has changed in our mode of operation 
since 1989, much less since the company was started, either 
within the industry or in IRS guidelines, that would warrant 
reclassification or substantiate treating the previous IRS 
findings as incorrect. If we continue to fight the IRS* 
arbitrary and capricious demands, hefty assessments will be 
levied against us, which will put LDW out of business. This is 
particularly egregious because the IRS has already determined in 
a previous audit that our contractors are independent and not 
employees. I am in the unenviable position of being regulated 
out of business this year and being legislated back into business 
next year, an Impossibility for me. 

If this is allowed to happen, what message are we sending to 
the small business community and the entrepreneurs who, through 
sweat and hard work, have created many jobs and helped people to 
build their lives and their communities? To paraphrase Kr. 
Wilson, “What's good for small business is good for America.” 

Thank you for your time. I would be happy to answer any 
questions that you might have. 
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Chairman JOHNSON. Thank you, Mr. Kessler, for sharing your 
experience with us. 

Mr. Bolt. 

STATEMENT OF MIKE MCCARTY, PRESIDENT, DC WIRING, INC.; 

AS PRESENTED BY DAVID BOLT, VICE PRESIDENT, DC WIR- 
ING, INC., SWEDESBORO, NEW JERSEY 

Mr. Bolt. Madam Chairman. 

Chairman JOHNSON. Before you begin, I would like to express my 
condolences to Mr. McCarthy. I regret he cannot be here with us, 
and I am pleased you are with us. 

Please proceed. 

Mr. Bolt. My name is David Bolt, vice president of DC Wiring. 
I am appearing here 

Chairman JOHNSON. If you could get a little closer to the micro- 
phone, we can hear better. Thank you. 

Mr. Bolt. I am appearing here today substituting for the presi- 
dent of our company, Mike McCarthy. Mr. McCarthy very much 
wanted to be here to deliver his testimony. Unfortunately, his 
mother passed away and he is attending her fimeral. He asked me 
to appear today and read his testimony. 

I appreciate the opportunity to testify about my experience in 
dealing with the worker classfecation issue. Unfortunately, my ex- 
perience has been one of great adversity, involving years of burden- 
some accusations and costly legal bills. I am at the point now 
where I will lose my business imminently if something is not done 
to curb the erratic and unfair application of the worker classifica- 
tion standard. 

By way of background, in our business, cable TV operators con- 
tract with companies such as mine, otherwise known as cable 
installation-related services companies, to obtain installers for the 
installation services to the customer. Cable installation-related 
services companies, in turn, contract with independent contractors, 
who use their own transportation, tools, and techniques to perform 
the cable installation. 

Mike and I met while we were independent contractors doing 
work for another larger cable installation company 16 years ago. 
Ironically, our former company has not been targeted ^y the IRS 
or the Department of Labor. We both dreamed, as young boys, of 
one day owning our own business. That dream became a reality 11 
years ago when we started DC Wiring. 

It was a real struggle the first 5 years, but finally we felt we had 
faced every obstacle imaginable and that we were on our way. 
Then we received a visit from the IRS and the U.S. Department of 
Labor. From then until now, the pressure has been unrelenting, 
both emotionally and financially. We have seriously considered 
closing our doors on more than one occasion. Instead, we have de- 
cided to fight to change the unfairness and unwieldiness of the 
worker classification issue, not only for ourselves, but for other 
small businesses that have come under IRS scrutiny. 

Cable installation-related services companies have used inde- 
pendent contractors since the inception of this industry more than 
40 years ago. For the IRS to now arbitrarily decide that some 
workers are independent contractors while others are employees is 
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unfair and absurd. The industry has operated the same way since 
1952. 

The vast majority of companies in the industry, including broad- 
cast companies, utilize independent contractors to perform the ac- 
tual cable installation. The IRS is concerned that they are not col- 
lecting all of the taxes due them and is making American small 
businesses and workers suffer the consequences. 

Big government should not be making small business a tax col- 
lector and, in so doing, putting small business out of business and 
workers on the street. We understand the need for the IRS to col- 
lect tax revenue. However, this is not a reason to force small busi- 
nesses to become tax collectors. 

It is important to understand that this is not a situation where 
we are reclassifying workers from employees to independent con- 
tractors. They have always been independent contractors, and now, 
at great economic cost to us and other companies and contractors, 
the IRS and the U.S. Department of Labor want them classified as 
employees. 

In the cable industry, independent contractors provide the nec- 
essary skills and expertise to complete the installation in an effi- 
cient and timely manner. The flexibility provided by an independ- 
ent contractor offers numerous advantages for the cable TV com- 
pany, the cable installation-related services company, and the inde- 
pendent contractor. It is imperative that a businessowner have the 
opportunity to make sound economic decisions in the operation of 
their company. 

Because independent contractors play a vital role in the industry, 
clarification of the standards that determine this status is critical. 
There is an overwhelming consensus that the IRS’ 20-factor test, 
a common law test for determining worker classification, is a 
whimsical and completely subjective process. The uncertainty sur- 
rounding the test leads to litigation and large assessments levied 
against businesses, like mine, that are devastating, if not fatal. 
These assessments are unjust and accomplish nothing. 

It is unreasonable that an industry which has been conducting 
business for more than 40 years now be told that its business prac- 
tices are inappropriate and that it is subject to hefty retroactive as- 
sessments. This is entirely unfair and causes substantial economic 
drain. 

These assessments and the costs associated with defending such 
erratic decisions will force DC Wiring out of business. This will 
have a profound effect not only on me and my family, but also on 
office employees, their families, and the community as a whole. 

It is also important to note that classifying workers as employees 
or contractors affects more than just one government entity. If the 
IRS classifies certain workers as employees, for all intents and pur- 
poses, other government agencies will need to do so as well. That 
includes the U.S. Department of Labor and State agencies. This is 
a never-ending cycle, and we need some clarification of this issue. 

I thank the Subcommittee for inviting me here today, and I urge 
you to take quick action to resolve this important issue. 

Chairman Johnson. Thank you very much, Mr. Bolt. 
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Mr. Gee, my colleague and friend, Rep. John Duncan, mentioned 
to me last week that you were going to be joining us, and it is a 
pleasure to have you. 

STATEMENT OF EDGAR H. GEE, JR., CERTIFIED PUBLIC 
ACCOUNTANT, KNOXVILLE, TENNESSEE 

Mr. Gee. Thank you very much. 

My name is Edgar Gee. I am a CPA from Knoxville, Tennessee. 
It is an honor and a privilege for me to be here. I appreciate this 
opportunity. 

I am a member of the AICPA and TSCPA. I have had my own 
practice for about 20 years. I am here today to speak with you 
about the reality of dealing with the independent contractor issue 
firsthand. 

Beginning in December 1991, the IRS initiated an examination 
of a client of mine on this issue. My client was Smoky Mountain 
Secrets. This took place in the Eastern District of the Federal 
District Court of Tennessee. You have an opinion attached to that. 
I was the initial and primary witness in this case. 

The court handed down its opinion September 29, 1995, about 
three and a half years later, and ruled in favor of my client, and 
it saved my client $4 million. I believe that ruling makes this case 
one of the largest independent contractor cases in the history of the 
country. 

It is significant that this particular case is the first case litigated 
under code section 3508 and code section 530, and we prevailed in 
both of these code sections. I think paragraph 16 — page 16, para- 
graph 9, of the court’s opinion is particularly relevant because it 
did away with any possibility of appeal the Service might have, and 
we have a petition for fees pending in court at this time. 

The rest of what I wanted to tell you today is what happened in 
the case. We asked the IRS at every level — the agent level, the 
agent supervisor level, the appeals co^eree level, the district coun- 
sel level, and the Justice Department level — to simply answer these 
questions; What part of the section 3508 did they think we did not 
meet? Even if we didn’t meet section 3508, how did they possibly 
think we didn’t meet section 530? 

We never got an answer from the government ever, and in fact 
at trial the government presented no witnesses and no evidence at 
all. 

The rest of what I am going to tell you here today I am telling 
you because I think you, as Members of the Committee, need to 
know what took place in this case. 

In the spring of 1993, I got a call from the employment tax spe- 
cialists in Chattanooga, the gentleman and I met for lunch in 
Knoxville, during which he told me that his solution for resolving 
this case was a prospective reclassification of all of my client’s peo- 
ple that were working for them. 

I asked him why did he think I would consider doing that. He 
indicated that if we did not do it, they were going to sue us and 
make us litigate the case. 

I indicated to him that it sounded a little bit like blackmail and 
extortion to me. He said call it whatever you want, but he said they 
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treated everybody this way. I asked him who in the world tells him 
to do things like this. He said the national office instructs him. 

I made a comment to him that I knew he had seen the case file 
and I said, “You have to know we have a very strong case.” He 
said, “You have a very strong case. You are going to win if you go 
to court. We already Imow that.” 

Sometime after that, I obtained some internal IRS documents 
under the Freedom of Information Act, and they are attached to my 
report that you have. Those documents clearly show that as early 
as 1992 the government was actually writing memos to each other 
indicating that they knew they had no case. I have some sugges- 
tions that I think that we need to consider. 

Chairman JOHNSON. Excuse me, Mr. Gee. Did I understand you 
clearly that you have copies of memos that the IRS wrote showing 
that they knew they had no case? 

Mr. Gee. Yes, ma’am. They are attached to my remarks. 

Chairman Johnson. They are attached to your remarks. 

Mr. Gee. Internal memos that I got under the Freedom of 
Information Act. 

Chairman Johnson. Thank you. 

Mr. Gee. In concluding, let me say this. I do have some solution 
here. Taxpayers need to be issued 1099s and they need to have 
written contracts. But the bottom line is this: My client should 
never have had to spend a dime having to litigate this case. 
Second, no taxpayer or citizen should ever be subjected to this kind 
of abuse at the hand of the Internal Revenue Service. 

I thank you for letting me be here today, and I will answer any 
questions you have. 

Thank you very much. 

[The prepared statement and attachments follow:] 
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STATEMENT OF 
EDGER H. GEE, JR., CPA, MBA 

I. INTUODDCTTON 

My name is Edgar H Gee, Jr anti I am a CPA from Knoxville. Tennessee It is an honor 
and a privilege for me to address this committee today and 1 appreciate this opportunity. I am a 
member of the AICPA and TSCPA and I have had my own practice for 20years 

1 am liere today to speak to you about the Internal Revenue Service and the continuing 
controversy relating to independent contractors I am speaking frotn my own experience - the 
reality of dealing with this firsthand. 

II. THE CASE 

Beginning in December 1991, the IRS initialed an examination of a client of mine which 
involved the issue of employees v. independent contractors. This issue culminated on July 20, 
1995 when the case was tried in Federal Court - the Eastern District of Tennessee. (Court 
opinion attached) 

I was the initial and primary witness in the case, representing my client Smoky Mountain 
Secrets, Inc., headquartered in Alcoa, Tn 

The Court handed down its opinion on September 29, 1995. With the Court's opinion in 
my clients favor and against the government, we prevailed in what 1 believe is the largest 
independent contractor case litigated in the history of the United States. This saved my client 
almost four (4) million dollars for years 1989 and 1990 - the two years under examination. Had 
we lost the case, there were open years where the taxes assessed by the IRS would have tripled 
this amount making it somewhei e between a $ ! 5 - $20 million case 

This appears to be the first case ever litigated Involving bolli IRC Sec 3508(TEFRA ’82) - 
the direct sellers exemption and Revenue Act 78 Section 530, the safe harbor relief provisions. 

As you can see from the court's opinion on page 16. paragraph 9, we prevailed under BOTH 
sections. 

This ended any reasonable possibility the Service had for an appeal This paragraph also 
provided a basis for our petition to the court for recovery of attorney fees and other costs related 
to this litigation This petition is pending in Federal District Court 

III. ms ACTIONS 

The rest of what 1 am going to tell you all here today are not the observations of some 
disinterested third party They are not what I think happened. They are in fact what did happen. 

From the revenue agent level, to the agent's manager, to district chiefs, to appeals 
conferee, to IRS district counsel, to theDeparlment of Justice’s lawyer, we could never get an 
answer to two (2) basic questions. Those simple questions were; 

1 . What pan of IRC Sec 3508 did the government think my client did not meet ? 

2 And most importantly even if we did not meet IRC Sec 3508 how could the 
government even begiii to think we did not meet Sec 530? 

In fact, there never was an answer ever from the government (even at trial the government 
presented no evidence and called no wiine,sses) This amounts to institutional breakdown at each 
and every level in the existing system and cries out for major change in the way tliese cases are 
handled. If the IRS has been willing to focus on these questions at any level, both the taxpayer 
and the Government would have been spared years of litigation and thousands of dollars in fees 
and costs. 


What I am going to tell you next, I am going to tell you out of a sense of duty because the 
members of this committee need to know what transpired in this case Hopefully this will help 
this committee to develop legislation which will prevent such institutional breakdowns in the 
future. ] believe tliat is in the best inieresl of both the Government and its taxpayers 

While this case was before tlte appeals conferee in Nashville, 1 received a phoiie call from 
the districts chief employment tax specialist. He told me he had a way to resolve this case. He 
said he wanted to come up to Knoxville and meet with me. 1 arranged for liincli at Regas 
Restaurant in Knoxville. 
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His solution to resolve the case was for my client to reclassify his independent contractors 
to employees on a prospective basis and he said IRS would drop the case if we did that. I asked 
why did he think I would even cotisider tliis proposal ofhis? His response was if we didn't agree, 
the Service was going to sue us and make us litigate the case. I said but you have seen tlie case 
file. You have to know I have a strong case. His response was that we did have a strong case 
and were probably going to win anyway if we went to court. 1 was incredulous. I said who in the 
world tells you all to do this - to conduct a case this way - to cause taxpayers to be put to this 
expense even thougli the Government expects to lose? His response was National Office. 

At this point I realized the utter futility of continuing any dialogue and that court was the 
only logical alternative. Some months after this luncheon, I discovered (under the Freedom of 
Information Act) internal IRS memos written in laic 1992 (prior to this Regas luncheon meeting) 
where the IRS memos actually staled that ’*...lhe Government would have absolutely no 
case. "(Exhibits attached). 

IV. SUGGESTED CHANGES OR STRONG RECOMMENDATIONS 

A) IRS should undertake a comprehensive training program to insure that all IRS 
employees who deal witli this problem in any manner understand the laws and intent 

of the Congress 

B) Have these simple ailes; 

a IfTaxpayer 

1. Issues I099's 

2. Has written 1C contracts 

3 Uses performance based pay (e g. commission per eacl) etc.) 
b. Then 1C status is automatic and not subject to any IRS whim. 

C) Failing both A and B - change (he law so (hat 1C status will be respected if 10% is 
withheld by the payor at the source - much like backup withholding now done on 
pensions, bank interest, etc. In addition, there would be a provision prohibiting 
businesses form engaging to reclassify former current employees as IC's. 

D) As the WHCSB recommends, set up a task force or joint committee of one CPA. one 
tax lawyer, one small businessperson and two (2) members of your subcommittee to 
review cases like this and initiate legislation to elTect changes. 

E) If the IRS pursues a case like this and loses, give the courts authority to make the 
award of attorney fees and costs to the taxpayer effective beginning at the agent level 
and make the award automatic and mandatory. This will stop (he IRS ’s relentless 
blind pursuit of these type cases. 

V. CONCLUSION 

Ladies and gentlemen the bottom line is this My client should never have had to spend 
the first dime on this case. No taxpayer should ever again be subjected to this kind of abuse at the 
hands of an agency of the Federal Government 

Thank you, I will be happy to answer any questions which members of the Committee 
might wish to ask. 
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aallelllng tha aala af> canaunar preducta lo any buyar on a 
buy^aall baaia. a dapoalt^emlaaten baaia. or any alnilar 
baala whlah tha Saaratary praaeribaa by rapulatlona. for 
raaala (by tha buyar or any alhar paraon> in tha h ana ar 
fllharwlxx than tn a aarnananl rataH aaiahllahnanl . or* 

(111 *la angagad In tha. Irada or bualnaaa af aalllng (or 

aelleltlng tha aala af I aanaunar praduela in Ih* how or 
atharwlaa than in ajaraananl rxiail xttahl i.hnxiit . » 

Tha pravalltng quaalian uauld alaarly ba, da talaphona aollaliera 
Harking undar what wauld appaar to ba dirael and innadlata 
auparylalen, in an offlaa aanplax, qualify aa diraal aalltra undar 
thli taalian. Tha anawar ta that quaalian would ba no. Tha inlani of 
Cangraaa in daflnlng diraal aallara aa atalulary nan«anpleyaaa waa to 
anaura that daar«ta'*daar , paraan-ta^araon aallara auah aa 
Indlvlduala working for auoh aonpantaa aa Pullar Bruah, Avon, hary 
Kay. ata. would not ba ahallangad aa la lha eannon law arllarla af an 
OMpUyda. In lha praiani eaaa. tha talaphona laueitara parfarn 
thalr dwtlai in an aatabltohad afftaa laeallon and net at tha hone af 
patantlal auatopiara or aena other laaatlen In whlah tha euatonar 
’wauld ba raquJrad ta Iraval ta» Tharafara. tinea tha talaphona 
•alleltera aould not ba>proparly claaalfiad aa diraal aallara. ana 
nuat nan look at lha aoi^n law foata^a ta datarnina if an 
anpleyar'anplayaa ralatlanahlp daaa axial. Indeed, lha faata would 
land ta Indlaata that atonlftaant aantrel and dlraatlen la being 
axirtad on the talaphona aellaltara. net only aa ta tha raaulta ta ba 
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•ceOAplithtd but alio to tho noant by which th«t result it 
•ecenpllahodi 

Tho ■•eond difento that it balno prataniad in tha Frotatt eantera 
around tho lafa havana at atiabiithad by Saotien 530. Tha POA 
contands that tha Corporation hat boon contlttani in lit treatnant 
of tha workert, i«a» iraatlnQ thaw aa^ Indapandant eontractora and "^ 
ittulng than 1099'9. Ha goat Vn to aay that (ha CO)*p. fTat raasonabla 
paalb in its traaswawx or tha womars basad on tha fact that hit 

^eliant *T,ha^baan OKanlnad (yaart prior to his incorporation or^hlt 

butTnatt7 praviout^y uhara iRS ailowad eonnltaion only TndividiJalt to 
be nonawployaat«^If indaad thia fact can ba tubatantiatad, tha 
Bevarnwant would hava abtoiutaly no eaaa .y wv. ftul. eiwariv 

itatai a paat axaninatron would provrdatna Tatpayar a "raaaonabla 
baait* far itt traatnant of tha workara, and tharafora, a tafa havan 
undar Saetlen 539i Tha fact that tha patt audita uara eonduotad 
uhila tha buainait waa a tola prapriaiorthlp or other type of entity 
would ha Innatarial, attuning the nature of tha bualnaaa ranainad 
unohangad* It would taaw clear that thii atatawant rapratantt tha 
Bevarnwantt ^at tarlout ohallano# to tha anpioynant tea itaua « 

Par your auggaatlen, 1 aontactad tha POA to obtain nora tpaeifio 
infornation eencarning tha paat IRS aaanination. Tha CPA, Edgar Baa, 
waa aKtranoly vagua and vary dluaiva whan dlaouating ihlt particular 
iitua. Howavar, ha did aay, that ha would eontaet hit eliant and 
•ttanpt to provida furthar infornation eonoarning tha paat audit. 
Additionally, 1 eantaetad Rudy Broughton, Enploynant Tax Spocialtat 
in Blrninghan. ha agraad eonplataly with ny analyata of tha 
Cerparetiona diraet aallar dafanaa. t will give you a oall whan 
additional infornation la raealvad fren hr. Baa. 



aei Nanagar, Broup 1917 
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XnltrMl ftovMMt ItrviM 
MEMORANOUn 


daiai N«v«*ib«r SI, 1112 
*101 iMn, Or«u 0 llor tSIt 
from 9«ry WoUlno . Cnployfiont Too Spoelolloi 


tubjoeti Enploynont Tox Coio 

On (hit dot#, 0 dlteuttion «•§ hold Mlth Edotr Oot, CPA, coneornlnfl 
(ho ongelno onploynont (ox ooto bolim workod by futon Elnoroi Ho 
•iotod (hoi inferiMdon hot boon rooolvtd at to (ha paat audita of 
oniKlat tlhllar io iha ono undor oxanlnatlon uhich uould qualify hit 
olitni for laetlan S3i aofa havon traotnont unOar (ho *ptt( IRS Audit 
Rulo*'t Affldavlta wart faaod (too ottaehid) indlaatlno (hat (hrta 
dlfforant oorparatiana uaro audltad In (no tSTfa ul(h no ehallanpa 
bolnp nada at (a tha taiao partanal raaolvinp nan>onalayoo 
eenpantadan. Tha andiiat uhiah »oro ouditod ineludod d> faea, 
Xna., (2> Tharauflhbrad Pllna, Ino> , and (3) PKylbon ViUapa, Ine. 

Tha eorparata onddaa ara aurrantly dofunet and no £1N’» uoro' 
avBllablt. Ka wat uneartain at to tha oxaat butinott oadvldot 
aanduetod by tho onddaa. HatMvar, ha. did ■lata anphadaally (hat 
tha talaa paapla warklno far (ha aarparadena parfarnad dutlaa 
involving dlroct tailing ta tha publla, bath an tha lalaphana and 
paraan-to'paraon. and thay uara paid an a eannlttian batla. Hr. daa 
naintaina that laetlan SSI naboa no adpUladan at to *tubatandal 
tlnllarity*, but Infaot tha Sacdan nartly ttatat (hat a tafo havon 
It provided uhara a taapayar it troatad -at having tadtflad tha (att 
by thouino raatonabla rollanca an a patt Intarnal Ravanua Sarvlea 
audit. 

It thauld bo netad that tha court ooto roforrad to by tha CPA in hit 
prettat la tha aaaa of L«wbart»a Muraarv AJ-andaeanlna. Ine. v. 
UBliad_a(atat . He. II'CZSI (8th Clr. 2*12-90} SB A.P.T.R. 2d 10-673. 
In (hit pardaultr etaa Iha (axpayar. eparatlng a nurtary and 
landaaaplno butlnaaa, hired landaaapa wariiart an a Jab-by-Jab batlt 
and Iraatad than aa Indapondant aantraatart. In t|7S tha IRS audltad 
Lanbarti tS74 raturnt and aa avaniwal datarninadan uaa nada that iha 
uerbara aara indaad indapondant aantraolari. In tIOO. nr.,LanbaPt 
atartad a nau butlnati of janltarul tarvtaaa. Ha anplaybd iha 
Janitorial warkart an o* Jab-by-jab batla and iraatad than at 
indapondant eontractara. Tht IRS tubtaoutntly tudltad (ho Carpartia 
raturnt tnd dtiamlntd that (ha janitorial warkart wart tnplayatt. 

Tha dltlriat aawrt ntgiatrata uat of tha opinion (hat, at a natta^ of 
law, both (ha landtaapo workara tnd tha jtnKtrt wart attwally 
anployaoa. Hawovar, baeoutt tho two tola tf tnplayatt wart 
*aubttoAtially itnllor* in (hair ralotianihlp (a Lanbart, tho 
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mslitPti* hald th«< Lanbart had reaaenably rtllad on tha raault of 
an aarllar audit in iraating tha ianitorial workora aa indapandant 
centraatora . 


Tha Sarvicaa psiition ai to Lanhert!a Huraarv b Landaoaalna. ina. 
•upra, !• thit this q««o ihoulcf not bo foUowod in ■ituoiloni whoro o 
prior audit hot ooeurrod but tho ioKpoyor hot bogun ■ now lino of 
butinotti and workora (dotornlnod to bo onployeoi) art porforning 
difforont lorvlooia Indood, tho Sarviooa ttonding poaliion hat 
boon that raiianoo on o paot Intornal flovonuo Sorvico audit would 
qualify gaiv if tho audit ontaiiod no oooooonont attributable to tho 
taxpayeri trooinont of individuolo holding pnaitiowt, tubaioBtioily 
piwtlor to that hald by tho individual whoao troatnant it ai iaouo. 

It ohould aliO bt notad that tho oourta hava iakan on oxtrawoly 
/ liborol view when it conoo to applying the aafo havani of Section ~ 
B3b« Cloorly. in thia eoto . ^iatlPillarltloa axiil botwoon tho 
Corporotieni proaont buainota of tolophono toUcitotien and that of 
prior buoinoao aetivitios of tha ahoraholdar. Tha extant of tha 
dioainlloritiaa ia unoortain boaad upon tho akoiehy infornotlon 
ovoilobioi M thia point, tho CPA ia otianpiing to naka lha eaaa 
that any natura of aalot aotivitlaa whieh ooourrad in tha paat and 
pravieualy Judgad by virtu# of an audit to be nen*anployoa 
activitloa, would ba auffieloni to aotiafy Saetien 530 raquirananta. 
Thia la not tha view of tho IRS. Howavar, if tha taxpayar could . 

raatonablo ahow that tha workora had tolaphone aolieitation ^ 

raapenalbilitiaa . than indaod tha weight of tha caia would ahift in 
^ tha favor of tha taxpayer. 



cel Monagorf Oroup 131S 
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Full Ttxt 

IN THE UNITED STATES DISTRICT COURT 
FOR THE EASTERN DISTRICT OF TENNESSEE 
AT KNOXVILLE 
No.d:94^>121 

SMOKY mountain SECRETS. INC., 

RUinUlf 

UNITED STATES OF AMERICA. 

Defendant 

MEMORANDUM OPINION 

This is a tax refund action brought by the plaintiff* 
taxpayer. Smoky Mountain Secrets. Inc. (SI^). punuant to 
28 U.S.C. $i346<aXl}\ Plaintiff seeks a refund of Form 941. 
Federal Insurance Contribution Act (FICA) taxes and Form 
940. Federal Unemployment Tax Act (FUTA) uxes. which 
plaintiff contends were assessed erroneously by the United 
States Department of the Treasury through the Internal 
Revenue Service fIRSX The toul amount of taxes asscssed' 
Is spprozimauly 43.888.918. This does not include Interest 
on the assessments. ■ The jurisdiction of this court is not 
disputed. This matter was tried before the undersigned 
without Intervention of a jury on July 20. 199S. The parties 
were given additional lime within which to file posMtial 
briefs. After consideration of the pleadings, the testimony of 
witnesses, the depositions and exhibits introduced at trial, 
the parlies' briefs and. the applicable law. the court makes 
the following findings of fact and conclusions of law. See 
Rule S2(al, Federal Rules of Civil Procedure. 

Plndlngrof Fact 

1. SMS. a Tennessee corporation, markets gourmet foods 
and condiments, including mustards, salad dressings, jellies 
and preserves. SMS sells its gourmet foods to consumers; it 
does not package and sell its products to other businesses for 
resale. 

2. Something during late 1991 or early 1992. defendant, 
through the IRS. initiated an audit of SMS which included a 
review of whether SMS's telemarketers and delivery per- 
sons were properly treated as independent contractors for 
federal uz purposes. 

3. During the tax years in question, the bulk of SMS's sales 
orders were solicited through telephone calls made by plain* 
lifFs telemarketers, although some sales were made through 
mail orders received from repeat customers and through on* 
the-spot sales by delivery persons. The product orders sotic* 
ited by the telemarketers were delivered to the customer's 
home by delivery persons who collected the amount due. 

4. In- addition to the telemarketers and delivery persons, 
all of whom were treated ether than as employees for 
federal tar purposes during the 1989 and 1990 ux years. 
SMS employed workers who were and still are treated as 
employees for. federal tax purposes. These employees in- 
clude home offlee staff, warehouse workers, office manag- 
ers. regional managers, and the officers of the corporation. 

5.. The telemarketers>and delivery persons worked out of 
sales offices in various locations in approximately 14 differ- 
ent suted during the tax years In question. No walk-in sales 
were made from these offices. Sales were only made 
through telephone solicitation and delivery of the package. 
For each package sold, which SMS defined as requiring 


actual delivery to and receipt of payment from the custom- 
er. the telemarketer received a specific commiaaion, the 
amount of which depended upon the size of the package sold 
and the year In which the transaction took place. 

8. SMS’s delivery persons were an integral part of SMS's 
sales force; their services did not consist of merely driving 
to the customer's home and handing over the paeiuge. The 
delivery person had to collect the amount due. which often 
meant that he or she had to close the sale. Neither the 
delivery person nor the telemarketer would be paid unless 
the package was accepted and paid for by the consumer. 
Thus, the reason SMS's own delivery persons were used 
instead of common carrier was to obtain the. opportunity to 
close the sale face-to-face if a delivery was refused. Two of 
plaintiffs managers. Terry P. Goodall and Barbara Jean 
Thomas,' each of whom had previously worked for SMS as 
delivery persons, testified that the f^rson delivering the 
packages was often called upon to close sales, such as when 
a customer has changed his or her mind, did not know the 
terms of the sate, or when an unknowlcdgeablc spouse 
refused to accept the package. Mr. Goodall and Ms. Thomas 
further testified that delivery persons also made sales on a 
-’show-me” basis, in which additional packages are shown 
and sold to customers and to their neighbors. Consequently. I 
find that closing the sale was as much an art as was 
obuining the order over the telephone in the first place. 

7. Before going to work for SMS. each telemarketer and 
delivery person was required to sign a written contract. 
SMS’s company president. CharffSTTTAllen. who along with 
his wife. Lois Allen, own 100% of the issued and outstanding 
stock of SMS. testified that it was corporate policy that all 
salespersons sign a contract before beginning work. The 
evidence establishes that the contracts clearly set forth that 
each telemarketer or delivery person would be paid on a 
commission basis, would not ^ treated .as an employee for 
federal tax purposes, and that no federal, state or local 
income or payroll taxes would be withheld. The earlier 
forms of the contracu also stated that because the telemar- 
keter or delivery person was not an employee, a Form 1099 
would be issued and filed if the individual earned over $600 
during that year. The parties stipulated that SMS issued a 
Form 1099. as required by federal tax law. to every tele- 
marketec and delivery person who earned $600 or more 
during the 1989 and 1990 ux years. 

8. These written contracts further provided that each 
telemarketer's delivery person's remuneration was directly 
related to the number of sales delivered and for which they 
were paid. Each year SMS corporate policy required every 
telemarketer and delivery person to sign a new contract. It 
was the responsibility of the manager of each sales office to 
obtain those documents. And. in fact, the contracts w’ere 
signed by every telemarketer aod delivery person before 
they surted work. 

9. Copies of form contracts between SMS and its telemar- 
keters and delivery persons which were used during the 
years following the. 1989 and 1990 ux years were admitted 
in evidence. As the undisputed testimony confirms, the 
contracts used In prior years were, in all relevant provi- 
sions. subsuntlally the same as those in evidence. The 
contracts used In the 1989 and 1990 tax yean provided that 
the service provider — i.e., the telemarketer or delivery 
person — would be paid on a per-package-soid basis and 
that the service provider would not be treated as an employ- 
er for federal ux purposa. The parties stipulated, however, 
that SMS has been unable to produce and does not have in iu 
possession originals or copies of the written contracts for 
the ux years In question, evee though SMS- diligently 


• - -'V.. 

CopyrtQht e 199S by THE BUREAU OF NATIONAL AFFAIRS. INC., Wasrvngton. D.C. 20037 
0093-«$$4/M/90St.OO 



57 


1 20 (No. 207) TAX OECtSiONS ANO RUUNGS (OTR) tO-26-95 


searched (or them end even sought to obtain copies or 
originals from numerous third parties. The reason SMS was 
unable to obtain the contracts Is that Its certified public 
account (CPA), Edgar H. Cee, Jr., advised Mr. Allen. SMS's 
president, that it would be unnecessary to retain copies after 
the corporate books had been closed and the required tax 
returns, including Forms 1099. had been (lied for the year. 
Mr. Gee did not consider it important to keep copies of the 
contractj'between SM^ and its sales force because 26 U.S.C. 
$3306 does not address retention of contracts in any respecL 
Nonetheless, because it was SMS's corporate policy • that 
every telemarketer and delivery person sign a new contract 
each year, and since' the undisputed proof at trial indicated 
that contracts were, in fact, executed by all telemarketers 
and delivery persons during the tax years at issue. I find 
Chat SMS convincingly proved the existence of the contracts 
and their contents pursuant to Rule lOOt(l). Federal Rules 
of Evidence. 

10. Mr. Allen first sought Mr. Gee's advice in 1963, after 
having read a statement in a business publication which 
reported the addition of §3508 to the Interna! Revenue Code 
(the Code). Because he realued (hat it possibly applied to 
businesses such as his. which utilised the services of “direct 
sellers'* treated them as independent contractors. Mr. Allen 
sought the advice of Mr. Cee as to whether the new Code 
provision would apply to SMS's relationship with its tele* 
marketers and delivery persons. Mr. Cee is a CPA-who has 
_,been licensed and in practice (or more than 20 years. He 
"received his undergraduate degree In accounting from West- 
ern Kentucky University and a masters in Business Adminis- 
tration from, the University of Tennessee at Knoxville. Mr. 
Gee started his professional career with what was then one 
"qT the Big Eight accounting firms. He has had his own 
-ractice since 1977. Mr. Gee maintains a general accounting 
.>raetlce. concentrating on smail businesses, the most sig- 
nificant of which Is SMS. He testifted at trial that probably 
one-half of his practice is related to ux accounting find tax 
advice. 

11. Mr. Gee testified that when Mr. Allen first inquired 
about §3508 he was initially unfamiliar with the statute's 
requirements. The reason is that the statute had only recent- 
lybeen enacted. He therefore obtained a copy of the new 
statute prior to Mr. Allen's initial appointment, found that 
there were no regulations regarding §3508. and analyzed the 
Code section with Mr. Ailen. asking him pertinent questions 
regarding each of the elements set forth in the statute. 
Based on the information gleaned from Mr Ailen. Mr. Gee 
opined that SMS's telemarketers and delivery persons were 
direct sellera as contemplated by §3508. Mr. Cee testified 
that his opinion was baaed upon h^. Allen's description of 
the relevant (bets about SMS's business, the manner in 
which the telemarketers and delivery persons would be 
compensated, and the fact that plaintiff had a written 
contract with its sales force providing that the telemar- 
keters and delivery persons would not be treated as employ- 
ees for federal tax purposes. Shortly after his meeting with 
Mr. Ailen. Mr. Cee researched S3508's Ueislative history. 

obtaining copies of the Senate and House committee reports 

as well « tke conference committee report. He gave 

of these reports to Mr. Allen, advising him that ne remained 

ol lh« oainlon ital SMS', Ml,, tore, auill^Kd a, dirwt 
sellers under the statute. Mr. Gee was hired that same year 
as SMS's CPA with responsibility for closing (he books at 
year-end, preparing financial statements as needed, and 
'ing all lax returns, including employment tax and infor- 
..ation returns. 

12. Unknown to Mr. Gee, Mr. Allen also consulted with the 
CPA who regularly prepared Mr. Allen's personal tax re- 


turns. Jerry Lee Sharpe of Middlesboro, Kentucky. Mr. Allen 
asked Mr. Sharpe the same question regarding the proper 
ux classification of SMS's telemarketers and delivery per- 
sons. Mr. Sharpe, now semi-retired, has been a CPA since 
1963. When he began his career, he worked for the IRS as a 
revenue agent for almost two years. While with the IRS. Mr. 
Sharpe worked on a number of independent contractor 
cases. As a CPA iii private practice, the vast majority of his 
time has been spent on ux-relaied issues;, including some 
work, primarily related to the coal induit^, regarding the 
issue of independent contractors. . 

13. Like Mr. Gee. Mr. Sharpe advised Mr 'Allen that he 
believed that SMS's telemarketers and delivery persons 
were properly classified as independent contractors and not 
employees. He based this advieci- however, upon his prior 
experience and knowledge of common law factors. Mr. 
Sharpe was not familiar with and did not discuss with Mr. 
Allen the application of §3508. Some ye»h laur. Mr Sharpe 
called h!r. Alien regarding this issue after he had attended a 
three-day. continuing professional education course, which 
was sponsored by the University of Kentucky and Uught by 
(RS Instructon. Mr. Sharpe advised Mr Allen that the 
course's primary subject involved the IRS's new 20-factor 
analysis for determining whether workers are employees or 
independent contractors for federal Ux purposes. After 
again analyzing SMS's sales force jn the context of these 20 
factors. Mr. Sharpe advised Mr. Allen that the telemarketers 
and delivery persons were properly chg^LCteozed as inde- 
pendent contractors. 

14. Mr. Gee has continued to perform ceruin accounting 
services for SMS since 1963.' In addition to the specific 
advice he gave regarding §3508. Mr Gee has represented 
SMS in sute unemployment tax investigations involving the 
issue of the proper classification of SMS's telemarketers and 
delivery persons. A number of such investigations took place 
over the years and. consistent with his initial advice to Mr. 
Allen. Mr. Cee have taken the position with the sutes that 
the telemarketers and delivery persons were statutorily 
classified as independent contractors. Mr. Coe tastified that 
most, if not all. of these investigations roiutted la findings 
by (he sutes that SMS's telemarketen and delivery peaons 
were indeed properly treated as independent contractors 
rather than employees. 

15. Based upon the undisputed evidence at trial. 1 find that 
SMS has. since its inception, treated all of its telemarketers 
and delivery persons as independent contractors. No tele- 
marketer or delivery person has been treated as an employ- 
ee for federal Ux purposes. 


Cencluslona of Law 

A. Section 3508 — Statutory independent Contractara 

1. This court has subject matter jurisdiction over this ease 
pursuant to 28 U.5.C. §§1340 and l348(aXI}. and 28 U.S.C. 
§7422. Because this is a ux refund suit in which the IRS 
counterclaims for the unpaid balance of assessments of 
divisible taxes, the IRS need only show that a timely assess- 
ment was made in order co esublish a prtma facie case. See 
Sinderv. United States, 655 F.2d 729. 731 (6Ui Cir. 1981). 
Thus, the assessment is initially presumed to be eocrect, and 
the uxpayer has the burden of proving that the assessment 
was wrong. Id. See also United States v. Besase, 623 F.2d 
463. 465 (8th Cir.). Cert, denied, 449 U.S: 1062 (1980). 

2. Prior to 1982. the question of whether a worker was an 
independent contractor or an employee for federal Ux 
purposes was a question that waa answered almost exclu- 
sively under common law. Set Cleveland frutstutc of 
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Electronics, Inc. v. United States. 717 P^upp. 7il (N.D. 
Ohio 1992); H.R. Rep. No. 1748, 9$lh Cong.. 2d Sees. 9. 1978-2 
C.B. (VoL 1) 629 (House Report discussing the enactment of 
the employment tax relief provisions of §S20 of the Revenue 
Act of 1978). After enacting §530 of the Revenue Act of 1978 
as an interim solution for employment ux controvenies. 
Congress in 1982 made §530 relief permanent and. to further 
alleviate the problem for direct sellers and real esute sales 
persons, enacted 26 U.S.C. §3508. According to the legisla- 
tive history, congress added §3508 to the Code as a response 
to the “problems arising from increased employment tax 
status controversies." and to provide “a statutory scheme 
for assuring the sutus of certain direct sellers and real 
estate sales people as independent contractors (for federal 
tax purposes]." Staff of Joint Comm, on Tozotion. 97th 
Cong., 2d 6es5.. General Explanation of the Revenue Provi- 
sions of the Tax Equity and Fiscal Responsibility Act of 
1982. at 382 (Comm. Print 1982). Imporuntly, the "sutute 
did not supplant the common law; rather, it merely guaran- 
teed' independent contractor status for those taxpayers who 
met its conditions." Cletielond /nstttute of RltciTonics. 
787 F.Supp. at 743-44. 

3. Section 3508 thus establishes two categories of sutu- 
tory non-employees; (1) qualified real esute agents and (2) 
direct sellers. The sutute sets forth the general rule that an 
individual performing services as a “direct seller" shall not 
be treated as an employee and the person for jvhom the 
services are performed shall not be treated as an employer. 
§3508(a)(l) and (2). 

4. The term “direct seller" is defined in pertinent pare in 
§3508(bX2) as any person: 

(A) [whol 


(U) is engaged in the trade or business of selling (or 
soliciting the sale oO consumer products in the home or 
otherwise than in a permanent reuil esublishment. 

(B) substantially all the remuneration (whether or not 
paid in cash) for the performance of the services de- 
scribed in subparagraph (A) is directly related to sales or 
other output (including the performance of servieesi rath- 
er than to (he number of houn worked, and 
(O the services performed by the person are performed 
pursuant to a written contract between such penon and 
the person for whom the services are performed and such 
contract provides that the penon will not be treated as an 
employee with respect to such services for Federal ux 
purposes. 

The parties have stipulated that SMS's sales (the delivery of 
Its gourmet foods and condimenu and receipt of payment) 
and the sollciution of its sales (by (he (elemarkecen over 
(he telephone) were made either in (he home or from other 
than a “pcrmaneni retail esublishment" as required by 
§3508. The parties further stipulated that SMS's telemar- 
keters were engaged in the business of “soliciting the sale" 
of plaintiff's product as required by the sutule. However, 
the parties dispute whether or not SMS's delivery persons 
were engaged in the business of solldtiDg the tale of plain- 
tiff’s products. I am of the opinion that they were. In fact. 
SMS's delivery penons were an indispensable part of selling 
SMS's products. Delivery persons had to be able to and did 
“close" sales on a regular basis. Indeed, the extent to which 
they received remuneracloa for their services was very 
often dependent on their success in. closing sales. The leie- 
marketera and delivery persons thus both clearly meet the 
first prong of the definition of "direct sellers;" they were 
engaged la the trade or business of selling or soliciting the 
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sale of consumer products in the home or otherwise than in 
a permanent reuil esublishment. 

5. The next criterion which must be satisfied under §3508 
is that "subsuntiaily ail the remuneration" paid to the 
worker be directly related to sales or other output rather 
than the number of hours worked. SMS compensated its 
telemarketers and delivery persons on a commission basis 
~ only if a package was delivered to a customer and the 
sales price actually collected were the telemarketer and 
delivery person to be paid. Thus, subsuntiaily all of the 
remuneration of. the telemarketers who received a Form 
1099 for the 1989 and 1990 ux years was directly related to 
sales. Similarly, substantially all the remuneration of SMS's 
delivery persons during the 1989 and 1990 ux years was 
directly related to sales. SMS has thus met the second prong 
of §3S08's lest 

6. The third requirement of §3508 is that the services must 
have been performed pursuant to a written contract provid- 
ing that the service provider would not be treated as ai; 
employee for federal ux purposes. Although the IRS vigor- 
ously contends that SMS has failed to satisfy the written 
contract requirement of §3508(bX2XC), iu argument is una- 
vailing. The IRS would require plaintiff to actually produce 
the written contracts for the years 1989 and 1990. However, 
this argument ignores Federal Rule of Evidence 1004(1). 
which clearly allows other evidence of the contents of an 
original writing to be Introduced assuming all originals have 
been lost or destroyed. While Congress could have required 
something more within the teriiia-uf ~;)3S08. it did not. The 
IRS has failed to cite any authority for the proposition that 
copies of the original contracts must be produced in order 
for the uxpayer to meet the third prong of §3508. SMS 
introduced into evidence copies of form contracts similar in 
every material respect to those used in the ux years at 
■ issue. The contracts specifically provide that SMS's telemar- 
keters and delivery person to sign these contracts and the 
evidence clearly reflects that the contracts were. In fact, 
signed by each telemarketer and delivery person in each of 
the ux years at issue. Therefore, (he third requirement of 
the sutute has been met; the services vvere performed under 
a written contract providing that the service provide would 
not be treated as an employee for federal tax purposes. 

7. The IRS also contends that the court may reasonabl.v 
infer from the existence of written contracts for years 
subsequent to 1989 and 1990. and the failure of SMS to 
produce the written contracu for the years at issue, that 
either no written contracts ever existed for such years or 
that, if they did exist, the writtea contracts did not contain 
the express provisions required by §3508. Indeed, the IRS 
goes so far as to argue that the court may properly draw an 
analogy between the esublished principle that an adverse 
inference may be drawn from the failure of a non-hosiile 
witness wiih direct knowledge of imporuni facts to testify 
on a party's behalf. While the court could draw such an 
inference is SMS had adduced no proof on this issue, that is 
not the case here. The government iuell stipulated that any 
and all persons whom SMS could call at trial on this issue 
would testify, as did Mr. Goodall and Ms. Thomas, that each 
talamarketer and delivery person signed written contracts 
as a matter of corporate policy. As noted In tha leading case 
of Cleveland fnstiiute of Electronics. Inc.. 787 F.Supp. at 
749. the legislative purpose underlying eoactment of §3508 
was to reduce the number of controversies regarding em- 
ployment and income tax status of direct sellers and real 
esute agents. The court therefore must interpret the re- 
quirements of §3508 in 1 fashion which will further the 
sutuM's purpose. Therefore, because SMS has clearly dem- 
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-nstrdted that Its telamarketen and delivery persons meet 
ihe requirements set forth in §3508, the court concludes that 
<^MS's sales force were “direct sellers" as that term is used 
in §3508 for (he tax years l$8S and 1990. 


8. Section S30 of (he Revenue Act of 1978 ~ Profeselonat 
Advice 

8. Section 530 of the Revenue ‘Act of 1978 (the 1978 Act) 
was enacted by Congress to provide interim relief to certain 
taxpayers involved in employment tax status controversies 
with the IRS. Donoi’cn tv Tosree Free: f Puerto Ricoj. 
/nc.. 520 F.Supp. 899. 903 .(O.P.R. 1981). Section 530 of the 
1976 Act is codified as a footnote' to 28 U.S.C. §3401. 
Congress intended that §530 would serve as a shelter for 
taxpayers who had acted in good faith from the potentially 
harsh retroactive tax liabilities resulting form IRS reclassi- 
fication of independent contractors as employees. See Vnit~ 
ed States v. MacKemie. 777 F.2d 811. 815 (2d Cir. 1985). 
cert, dented. 476 U.S. 1169 (1966) (citing Ridpea'elfs /nc. i*. 
llnired Srotes. 228 Ct. Cl 393. 655 F 2d 1098. llOi (1981)). 

As previously noted. §530 was later extended indefinitely by 
the Tax Equity and Fiscal Responsibility Act of 1982. 

9. Although' the court has previously concluded that the~ ^ 
members of si^^'s sale staff are prooerl^ classified as~ 

^direct seiiera unJer §3508. I further conclude tha t S^-hagT 
demonstrated that it is entitled to relief under^ 5530^v^ UJ 
-the teiemarxeters and delivery persons do not qualify as.'> .' 
direct sellers. 

1 0. The government has stipulated and the court finds that 
SMS has met the first two tests under §530; (hat SMS has 
xonsistently treated its telemarketen and delivery persons. 

well as all Individuals holding similar positions, as inde- 
indent contractors for federal tax purposes: and that SMS 
tiled all required tax returns, including information returns, 
in a manner consistent with having treated the telemar- 
keters and delivery persons as independent concractorsL The 
term "reasonable basis" is to be construed liberally in favor 
of (he taxpayer. See H.R. Rep. No. 1741. 95th Cong.. 2d Sess. 

5, 1978-3 C.B. (V.OI. 1) 629. 633. See also Lambert's .Viirs. 
ery ond Londscoptnp. Inc. v. United States. 894 F.2d 154. 

157 (9ih C(r.l990); Cenerql fnv. Carp. v. C'niied Stores. 

823 F.2d 337. 340 (9th Cir. 1987). 

11. Section 530 provides three non*exelusive methods by 
which uxpayers can demonstrate a reasonable basis for 
having treated individuals as independent contractors rather 
than employees. The first of these statutory safe harbors is 
reliance on judicial precedent or published rulings. The 
second of the statutory safe harbors is reliance on a past IRS 
audit of the taxpayer is which there was no assessment 
attributable to the treatment, for employment tax purposes, 
of individual holding positions substantially similar to those 
held by the workers at issue. The third statutory safe harbor 
IS reliance on the long-standing recognized practice o( the 
worker's industry See §530(aX2). However, (he language of 
§530(aX3) refers to the three statutory safe harbors as 
merely "one method of satisfying the requirements (of the 
reasonable basis test)." Based upon that language, both the 
IRS in its procedural guidelines and the courts have held 
that "(a) taxpayer who (ails to meet any of the three 
[statutory] 'safe havens' may nevertheless be entitled to 
relied if the taxpayer can demonstrate, in some other man- 
ner. a reasonable basis for not treating the individual as an 

mployee." Rev. Proc 85-18, 1985-1 C.B. 518. See also fn 
. Rasburv. 130 B.R. 990 (Bankr. N.D. Ala. 1991). nffd. 
United States t*. Rasbury (fn re Rasbury). 141 B.R. 752 
V.O. Alt. 1992). 


12. SMS eiaims that its reitonet on the advice of two 
professional tax . advisors is sufficient to demonstrate a 
reasonable basla under §530 for. not treating Its telemar- 
keters and delivery person as employees. 1 agree. Under the 
circumstances of this case, reliance upon the professional 
advice rendered by two CPAs — Mr. Gee and Mr. Sharpe 
constitutes a reasonable -basis for SMS. having treated its 
telemarketerS' tnd delivery persons as Independent contrac- 
tors. It is undisputed that Mr. Gee explored with SMS’s 
President Mr. Allen, the facts about SMS's business relevant 
to the requirements found in |3S08. Mr. Gee tesUHed that he 
discussed with Mr Allen that SMS’s compensation structure 
would-'meec the ’’substantiaily all remuneration" require- 
ment that a written contract was required, and that one 
existed which met the requirements found in the statute. 
After determining that the telemarketers and delivery per- 
sons would only be compensated on a commission basis and 
that a written contract meeting the requirements of the 
statute existed. Mr. Gee advised Mr. Allen that he believed 
§3508 applied and that the- telemarketers and delivery per- 
sons could and should be treated as independent contractors. 
Thus, not only has Mr. Gee consistently filed all appropriate 
federal documents related to this sutus under §3508, he has 
also represented SMS in various state unemployment tax 
investigations and has consistently taken the successful posi- 
tion with those agencies that the telemarketers and delivery 
persons qualified as "direct sellers" under §3508. 

13. Hie IRS attacks SMS’s reliance upon-Mrr Gee's advice 
based on the fact that Mr. Gee was unaware of the existence 
of §3508 at the time Mr. Allen Inquired of him. Because at _ 
that time the statute had iust been enacted, and baaed on 
Mr Gee'‘s conduct in researching the matt^. I am of the 
ODinion that it ^s reasonable for Mr. Alle'n^ relv upon the 
advice of his advice of his CPA. Only after he had exaniini^ 

• the statute llne^Hlne in tte context of tKe jnjMTnation 
provided by Mr. Allen did Mr. Gee opine that SMS had met 

.■ the es^ntial elements Of 53508. .. • -wf*- - 

14. 1 f'urther conclude iMt SMS’s reliance upon the advice 
of Mr. Sharpe, who examined (he information provided by 
Mr Allen In the context of the common law factors govern- 
ing independent contractor status, was reasonable, thereby 
further entitling SMS to the protection of §530. As did Mr. 

Gee. Mr. Sharpe testified as to his education and experience 
in similar tax matters and indicated that his advice was 
based upon the information provided by Mr. Allen. The IRS's 
reliance on fn re McAtet. 115 B.R. 180 (N.D. Iowa 1990). is 
thus misplaced. In that case, the uxpajnrr's accouount did 
not testify, nor was his identity disclosed on the record. 
Moreover, there was no evidence In the record as to exactly 
what advice the accountant gave tha taxpayer or what 
information the taxpayer gave to the accountant. Id. at 
184-85. By contrast, t he undisputed testimony in this case 
indicate that, y tar as Mr. Allen knew, Mr. Gee and Mr. 

Sharpe were fbily capable and qualifled to render advice on' 

the ouesUon askrt of them. It Is also undls^ted that Mr. ~ 

Allen fully disclosed all pertinent Informatlop necessary for 
his accountants to render that *^vice- 
IS. Although thi term ‘^reasoMble bails" Is not defined in 
the Code or regulations, an anaJegy may be drawn from 
those casea Interpreting the term “reasonable cause*' as U 
governs the determination of whether income tax ‘penalties 
should be Imposed upon a taxpayer.* In determining if 
reasonable esuse exists, the courts and IRS regulations 
generally look to see whether the taxpayer ‘.‘exerdaed ordi- 
nary business care or prudence." Set, 28 C.FJi. 
§30l.66SHcXl)- Generally, the courts have, found that rea- 
sonible cause exists wbere the taxpayer relied oo the advtee 
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of a trusted attoruey or accountant See, e. 0 .. Vorshcc^' t>. 
Commissioner, 933 F.2d 757 (9th Cir.), cert, denied. 502 
(J.S. 984 (1991). Indeed, in this regard, the Supreme Court 
has stated that: 

When an accoununt or attorney advises a taxpayer on 
a matter of uz law, such as whether a liability exists, it is 
reasonable for the taxpayer to rely on that advice. Most 
taxpayers are not competent to discern error in the 
substantive advice of an accoununt or attorney. To re- 
quire the uxpayer to challenge the attorney, to seek a 
“second opinion." or to try to monitor counsel on the 
provisions of the Code himself would nullify the very 
purpose of seeking the advice of a presumed expert In the 
first place. '‘ 0 rdlnBr 7 bustnesa care and prudence" do not 
demand such actloaa. 

United States v. Boyle, 469 US. 341. 2S1 (1969) (empha- 
sis added and clUUon omitted). Under the drcumsunces of 
this case, then, I conclude that SMS's reliance on the advice 
of two CPAs la a reasonable basis for treating iu telemar- 
keters and delivery persons as Independent contractors, 
entitling U to the protection of $530. 

C. Section 530 of the Revenue Act of 1976 — Prior Audit 
Safe Harbor. 

16. The leading case involving the prior and audit safe 
harbor provision under §S30(aX2XB) is Lamberts Nursery 
and Landscaping, Inc. u. United States, 894 F.2d 154 (5th 
Cir. 1990). The Fifth Circuit set forth the requiremenu the 
taxpayer must satisfy to meet the prior audit safe haven 
defense. The taxpayer must esublish (1) that the IRS con- 
ducted a prior audit of the uxpayer (or a particular ux 
yean (2) that the IRS determined in the prior audit that the 
uxpayer’s workers were independent contractors; (3) that 
the workers who were the subject of the prior audit are 
“subsuntlally similar" to the workers at issue: and (4) that 
the uxpayer treated the two groups of workers in a "sub- 
suntially similar" fashion. Unlike the taxpayer in tom- 
ben's Nursery. SMS failed to esublish the existence of a 
past IRS audit of SMS. It did esublish. however, (hat Mr 
Allen Individually, as well as three corporations he owned tn 
the early 1970's. were audited by the IRS. Mr. Allen never- 
theless admitted that he did not know for certain what year 
the purported audits took place, or (or what ux years the 
audits were conducted. He also admitted that he has no 
records reflecting that audits were conducted, or to what 
ux years the audita peruined. Although he testified general- 
ly that no advene independent contractor determination 
was made by the IRS. he was not able to testify about the 
precise results of the audits. 

■17. Accordingly, while there was evidence that Mr. Allen 
treated SMS's sales force in the same manner as he had 
treated bis sales force in his prior businesses, the evidence is 
insufficient for the court to conclude that SMS was entitled 
to rely on the remits of the prior audit 

Conclusion 

Therefore, because SMS's telemarkeun and delivery per- 
sons are direct sellers under 26 U.S.C. $3506 or alternatively, 
because SMS is entitled to the protection of §530 on account 
of its reasonable reliance on profesaionaJ advice, SMS sbaJl be 
award^ judgment In Its favor and agilnit the United Sutes 
in the amount of 3400. which represents the.toul amount of 
employment taxes paid for the uz yean at (uua. 

Order accordingly. 

/a/ James H. Jarvis 

UNITED STATES DISTRICT JUDGE 


'Smoky Mountain Socrota has not actually paid the amounts 
assessed. Rattier, it has (or each assessment paid an amount equal 
to the employment taxes (or one employee and immediately sought 
a refund of that amount. There were a total of 10 assessments 
beginning with the first quarter of 1989 and ending with the last 
quarter of 1992. This procedure is in full compliance with the tRS' 
divisible tax rule. Each claim for refund has b^n disallowed by the 
IAS. These and other fecu are included in written tOpulaliona (Doe. 
No. 29] filed by the parties. 

'The parlies stipulated tnat the testimony given by Mr. Coodali 
and Ms. Thomas is consistent with (hat of all office managers, 
telemarketers and/or delivery persons working with SMS during the 
tax years in question, both with regard to SMS's corporate policies 
and the work of telemarketers and delivery persona. 

Unlike §S30's reasonable basis standard, the reasonable: cause 
test is not liberally construed In favor of the uxpayer. 

End of Text 


LIST OF RECENT TAX DECISIONS 
Tax decisions received recently by BNA from various 
couru are listed below with a brief description of their 
subject matter. Copies can be purchased from BNA PLUS 
toll-free (690) 452-7773 nationwide; (202) 452*4323 In Wash* 
ingtoA. D.C. 

p- IVTiitten V. Commtsstonrr. US TC. No. i9965*94, T.C. 
Memo. 1995-508. 10/25/95 (on Issue of proper charaeceriza- 
tion of expenses incurred by taxpayer Stanley Whitten in 
attending and participating in television game show "Wheel 
of Fortune" the court holds tharct^nses incurred are at 
best expenses, deductible as » miscellaneous itemized de- 
duction under Section 67. rather than wagering losses under 
Section t65(d)}. 

► VVof/e i*. Comniisstoner. US TC. No. 16773-93. T.C. 
Memo. 1995-509. 10/25/95 (court finds that Uxpayers' argu- 
ment of a loan is not only unsupported by the record, but is 
clearly contrary to the record, and that IRS' determination 
with respect to unreponed income is sustained). 

► Louefcnerv- U.S.. Ca 3. No. 94-5747. 10/23/95 (because 
IRS' penalty assessment against counterclaim defendant 
Umberto J Guido Jr. under Section 6672 was made more 
than three years after the relevant returns were deemed to 
have been filed, district court properly held that IRS' assess- 
ment was time-barred: court rejects IRS contention that no 
statute of limiutions. including the one contained in Section 
6$0l(a). applies to IRS assessments, under Section 6672). 

pAlgie V. RCA Clobcl Communications Inc.. DCSNY. 
No. 89 Civ. 5471 (MJLXMHD). 10/12/95 (severance benefits 
payments that defendant is required to make this year to 
plaintiffs pursuant to judgment, as a consequence of plain- 
tiff's termination in 1988. are subject to withholding of FICA 
taxes and Medicare hospitalization insurance tax at the 
rates and and on the basis of formulas provided in the law as 
currently in effect this year, rather than the rates and 
formulas in effect In 1966). 

•• Cardoza v. US.. DC ECalK. No. CV-F 94*9539 REC. 
9/27/95 (action against IRS for negUpnee. wrongful eoUee* 
Uon of taxes and punitive damages and apiast Welb Fargo 
and Standard Mortgage Co. for breach of contract, breach of 
fiduciary duty and punitive damages in suit involving four 
tax liens is concluded as Wells Fargo agrees to provide 
plaintiff with a. check in exchange for a general release; 
plaintiff claimed Chat Wells Farp lost a ebeek which in turn 
caused him a number of financial problems). 

» Tops “R" Us Inc. v. P.PS.I, Ine.. SuprCt, No. 
938-01629. 9/6/95 (IRS may atuch funds that Toys *'R*' Us 
Inc. admits it owes to taxpayer P.P.S.1. Ine.. which acted as 
Toys "R" Us’ apnt In obtaining transpoitation services for 
Toys "R" Us from independent carriers, notwithstanding 
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Chairman JOHNSON. Thank you very much, Mr. Gee. 

I would like to go hack to Ms. Abalos. I was interested in your 
comments that you said you have read the new training manual. 

Ms. Abalos. Yes. 

Chairman Johnson. And you believe it to be subjective. Could 
you enlarge on that? 

Ms. Abalos. The training manual, when you read through it, 
first, it is 100 pages long, you have a 100-page manual. 

Chairman JOHNSON. I thought that was a very good point you 
made. 

Ms. Abalos. To give some definition to this issue, it expands; it 
talks to the IRS auditors about looking for elements of behavioral 
and financial control. But again, it works within the common law 
factors we have today. It still does not give any kind of a test or 
a checkoff or specific elements to look for that would say yes, you 
8ire an independent contractor, or no, you are not. It is just an ac- 
cumulation of data, and, again, it is a look at the overall facts and 
situation, and you look and you make a determination. 

But as we all know, that is the difficulty about the 20 common 
law factors. We may interpret it one way, the Service Center may 
interpret it another way. Ultimately, it goes to the courts, and we 
have heard testimony from the other witnesses that the courts 
have in many instances sided with the small business and that the 
IRS has been abusive in this determination. 

Chairman Johnson. As a CPA and one with a master’s in 
accounting, do you think there is a simple test? 

Ms. Abalos. I think the criteria established in H.R. 1972 is a 
good start and it is a good beginning in the direction that we need 
to go. 

What we are looking for is just something that a small business 
owner or practitioner can look at and have a reasonable assurance. 
With the 20 common-law factors we have no clue. 

Chairman JOHNSON. Do you think the criteria in H.R. 1972 need 
to he strengthened? 

Ms. Abalos. Perhaps. 

And in response to the question with the airline pilot, he would 
not be an independent contractor because under his situation he 
would not have a principal place of business. His principal place of 
business would be in the airplane itself. That is where he is con- 
ducting his service. 

Chairman JOHNSON. Under the law, he would not have a prin- 
cipal place of business other than the cockpit? 

Ms. Abalos. That is correct. 

Chairman Johnson. Thank you. 

I will let my colleague pursue that. I am sure that he will want 
to. 

You implied perhaps one way to strengthen the Christensen hill 
is to use “and” instead of “or.” Would it become too cumbersome if 
we were to do that? 

Ms. Abalos. I think we need to look at the criteria. We are not 
interested in just throwing something out that lends to a whole 
other set of difficulties. It does need to be examined. Every little 
“and” and “or” needs to be thought through and looked at with spe- 
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cific industries and situations in mind. So, I cannot just say I think 
“and” should be here instead of “or,” but 

Chairman JOHNSON. Anyone on the panel who wants to com- 
ment, we do not have clear data on what money we are losing in 
this area. We do not know whether we are losing money because 
people are able to duck the system and not pay their taxes or 
whether we are losing money because as an independent contractor 
you can deduct costs that the prime employer could not deduct in 
such great volume, that every independent contractor can deduct 
overhead and the total amount of deduction is greater than the sin- 
gle employer, whether that is the cause of loss of income. 

What would be your evaluation of the tax liability of the inde- 
pendent contractor as opposed to that person’s tax contribution? 
Were they an employee? Are you paying more or less taxes if you 
are an employer? Are you pa 5 dng more or less taxes if the same 
person is an independent contractor? Is there any rule of thumb? 

Ms. Abalos. I have two comments. One I think specific criteria 
will enhance compliance, and the reason I say that is when you 
have a ruling or a set of facts that is subjective, then when we do 
an analysis of those, we tend to lean more toward our — what favors 
our position. And I think you probably have more people classed as 
independent contractors that may come under the criteria of an 
employee if we had clear determination. 

And then to a certain degree people are out there playing an 
audit lottery and then they do not file a 1099 because they perceive 
that the filing of 1099s is a target or trigger of an investigation or 
an audit. If you have clear criteria and someone can say, yes, I am, 
and, no, I am not, and if I am, I had better file 1099s or I do not 
get to come under this testing criteria. I think you will see better 
reporting by the small business community with this issue overall. 

And to answer your question as to whether somebody pays more 
or less tax depending on their classification, it depends on what 
kind of business expenses they are incurring independently. If they 
are an employee and have unreimbursed business expense, those 
are often not deductible because they go into miscellaneous item- 
ized deductions and they are phased out and they do not have the 
same impact as business expenses from a self-employed viewpoint. 
So, it is — I do not know that I can make a very clear analysis of 
that. It is just a different treatment of those unreimbursed ex- 
penses whether an employee or an independent contractor. 

Chairman JOHNSON. Does anyone else on the panel have a com- 
ment particularly on the issue of do you pay more or less as an 
independent contractor? It is very important because if this sort of 
tax gap, as they call it, is the result of legitimate deductions of 
independent contractors then government has no right to the 
money. If the tax gap is the result of evasion then it is a fair share, 
fair burden issue. 

We do not at this point, at least I am not aware at this point, 
and I will ask the IRS this when they come before us in a couple 
of weeks that we understand what the tax gap does represent, but 
it is true that the problem of compliance in the independent con- 
tractor sector is a real one. I hear you saying, Ms. Abalos, that you 
think clear definitions v.'ill make it easier for the public to comply, 
and easier for us to enforce the law. 
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Ms. Abalos. That is my opinion, yes. 

Chairman JOHNSON. Mr. Barbee. 

Mr. Barbee. One thing that offsets when you are self-employed 
you pay both sides of your FICA taxes. The only advantage that an 
independent contractor picks up in some cases is the legitimate ex- 
pense of them doing business. Go back at least to what it cost them 
to do their trade or do their work. They do get hit with the double 
side of the employer-employee FICA taxes so the wash out is about 
the same. 

Chairman JOHNSON. Thank you. Before I yield to Mr. Matsui a 
number of you are from the cable industry. I was interested in, Mr. 
Bolt, your testimony that the cable industry has since its inception 
operated through independent contractors. Is that true? 

Mr. Bolt. Yes, that is correct. At least in the interpretation. 

Chairman JOHNSON. So, the IRS is imposing this standard. 
Would it represent a clear break with the past for the entire indus- 
try of cable installation? 

Mr. Bolt. Yes, I believe so. 

Chairman JOHNSON. And why is it important to have your in- 
stallers be independent? Is there a business reason why it is better 
if they are independent rather than your employees? 

Mr. Bolt. Most of them prefer to be independent. They can 
change companies that they work for at will. They can go where 
they want. Since I have been in the business, that is the way I 
learned it, and everyone that works for me wants to be an inde- 
pendent contractor. 

Chairman Johnson. Do some of the people who work for you 
work for other cable companies, too? 

Mr. Bolt. Yes, some of them do. 

Chairman JOHNSON. Depending on the volume and demand. 

Mr. Bolt. That is correct. 

Chairman Johnson. So, it gives them and you flexibility? 

Mr. Bolt. Yes, that is also correct. 

Chairman JOHNSON. Thank you. 

Mr. Matsui. 

Mr. Matsui. Thank you. Madam Chairman. 

Mr. Bolt, I would just like to follow up. I understand that install- 
ers for cable companies, there are some ambiguities. And what are 
they in terms of the company that you work with, what are install- 
ers? 

Mr. Bolt. They are independent contractors. 

Chairman JOHNSON. They are independent contractors at this 
particular time. And do you know of any case where that might be 
different in other cable jurisdictions? 

Mr. Bolt. The installers that work directly for the cable systems 
themselves they do have some employee relationships, but all the 
contracting companies that I work with all use independent 
contractors. 

Mr. Matsui. Because it would seem to me that there is a lot of 
ambiguity in this part of the law. What is an employee and the 
issue of control and independence and all of that. Obviously, it is 
a major concern of yours as well; is that correct, because you do 
not want to be hit with a significant liability if all of a sudden 
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these independent contractors come into question and become, or 
the service interprets them as employees; is that your concern? 

Mr. Bolt. Yes, of course. 

Mr. Matsui. Obviously. That is an area we obviously have to get 
into and that is an area that is a very difficult one. Everybody is 
trying to grapple with. Senator Gramm raised the issue of the 
newspaper delivery boys and right now the issue of distributorships 
that come into play, as you well know. It is so complex and there 
is no question that there is a lot of discretion involved in this par- 
ticular area by the service and obviously Treasury and others as 
well, so it does have to be further clarified. The issue is how we 
clarify it. 

I was very interested in your comments, Mr. Barbee, because you 
indicated both here today and in your testimony that you felt it 
was an issue of enforcement, not to a large extent, not so much an 
issue of whether legislation is needed. Perhaps you can elaborate 
on that somewhat because that very likely could be the situation 
though obviously Treasury and IRS particularly will have to come 
up with stronger and more accurate regulation. 

Mr. Barbee. I feel that the law works. The law — ^the section 530 
of the law is good, it works. My case proves it. There are a lot of 
cases out there that prove this issue. The problem is that the Inter- 
nal Revenue Service snubs their nose at the very people that pass 
the laws, to the very people that protect us, not take care of us, 
but protect us. You were elected by the people to protect us. 

And then you pass this law. i^d it is very clear. It says, “lib- 
erally construed in favor of the taxpayer,” emphasis added. How 
much clearer does it need to be? And then we throw in words like, 
“significant.” What does significant mean? 

Now, $29,000 in legal fees, to me, is a significant number, but 
in Washington, DC it is not a significant number. Five percent of 
the Coca-Cola empire is a significant market share dollarwise. But 
it is a small market share for Coca-Cola. So what does the word, 
“significant,” mean? 

It is almost like normal. What is normal on Broadway is not nec- 
essarily normal in Augusta, Georgia. So, we have to watch that. 
That is what scared me more than anything else. If we start tin- 
kering with the law and adding little fuzzies to it, it is not as clear, 
but more unfocused. 

Mr. Matsui. I appreciate that comment. You know, I sym- 
pathized with Mr. Bolt in what might happen, if you will. All of a 
sudden the Service goes in and reinterprets that employment rela- 
tionship or that relationship between the company and also the in- 
staller. And it is an issue we have been trying to grapple with for 
20. years. I have been here 18 years now. 

I remember when Congressman Pickle, who was chair of the 
Subcommittee in early 1980, had some Committees on this. I was 
not on the Subcommittee at that time, but the same issues were 
being raised. The real problem that is being faced today isn’t your 
problem. The real problem is if we pass legislation that is so nar- 
row, all of a sudden it could be abusive and employees could be re- 
defined as independent contractors to lose valuable benefits such as 
pension benefits, health care benefits, that is what we need to be 
sure we do not do. 
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I think, Ms. Abalos, you, in your testimony talked about a horror 
story where an architect friend of yours working for the same com- 
pany for 20 years was declared an independent contractor by hds 
employer losing valuable benefits and we do not want to see that 
situation occur as well. So, we have to be very narrow in how we 
deal with this issue or very balanced, I should say, as to how we 
deal with this issue. 

I have read Mr. Christensen’s bill three times now. I read it last 
night, this morning, and I read it again because I wanted to be 
sure of the interpretation. The problem is you talked about the air- 
line pilot. Ms. Abalos, you mentioned it would not happen because 
the principal place of business problem. 

Airline pilots obviously do not provide the service at United 
Airlines headquarters. They provide it in the air in an air craft. 
That individual could be interpreted as an independent contractor 
under this legislation. 

What you need to do is you need to read this in the disjunctive 
not the conjunctive. If you read it in the disjunctive, you will find 
that all you need to do is satisfy, one of the six or one of the seven. 
If you read it that way you will find a whole different interpreta- 
tion. 

I assure you that the legislative counsel’s office and the courts 
will interpret it, and I believe that is what the intent of the bill 
was. The intent of the bill was to make it easier to declare an em- 
ployee an independent contractor and that is why millions of people 
could be declared independent contractors. 

Frankly, that will save the employer a ^eat deal. The pension 
benefits, health care benefits, and many things that create insecu- 
rity in America today. There is no question that is what this bill 
does. That is why the NFIB supports this bill. But the fact of the 
matter is do not mix your problem, which is a legitimate problem, 
with the problem of this bill because this bill addresses a totally 
different issue than the issues that you have concerns about. 

I think Mr. Bolt, Mr. Barbee, all of you have raised very legiti- 
mate concerns, but do not be seduced by this legislation because 
this legislation will put you in a position where even a reporter can 
be declared an independent contractor through the interpretation 
under this bill. 

And that is all I would request is that as you pursue this issue, 
and you legitimately pursue this issue, because it has to be ad- 
dressed, we do not want to create ambiguities and problems for all 
of you in the future. Just do not be misled by legislation that might 
have a different interpretation ultimately than you think it does. 
Thank you. 

Mr. Gee. Madam Chairman, if I could just have one further 
comment. 

Chairman JOHNSON. Yes, Mr. Gee. 

Mr. Gee. I think it is important to remember that you have peo- 
ple sitting in front of you who believe the problem is not so much 
clarification, the problem is we need a change of heart, a change 
of mind, a change of attitude at the Internal Revenue Service. 

I would remind you that my particular case was litigated under 
sections 3508 and 530, the two laws that the Congress specifically 
enacted years ago to avoid the very problems we are sitting here 
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telling you about. You can have a law as clear as spring water in 
east Tennessee. If you do not have a change in attitude at the na- 
tional level, at the Internal Revenue Service, none of this is going 
to work. 

Thank you very much. 

Chairman JOHNSON. Mr. Gee, we appreciate that, but we wrote 
as clear a law in 530 as we possibly could, and you heard Congress- 
man Kim’s proposals for dealing with that law, for instance, is a 
significant portion of your work force, 90 percent of your employee 
work force, 90 percent or should it be 20 percent? Clearly, the IRS 
is incapable of dealing with defining “significant” fairly. They de- 
fine it whatever way they want if they need it. That is unfortu- 
nately the evidence. 

So, we have to do something. This Committee isn’t into behav- 
ioral modification. We do not have the ability to modify the behav- 
ior of the bureaucracy. We do have the ability to change the law. 
We tried it, and when we passed section 530 we made it absolutely 
as clear as possible how the law should be construed, and it did not 
work. You are living proof of it and the continued problems in this 
area are living proof of it. 

Now, I think that while I hear what you are saying, Mr. Barbee, 
about, “I am evidence that it works.” You didn’t have to close shop 
before you could get to the point of going to the court and not ev- 
erybody has those resources. So, I cannot just assume that because 
you won in court you are living evidence. Also, I would ask Mr. 
Gee, with your experience, or any of you, what procedural changes 
would you make in the existing rules to ensure that taxpayers get 
a fair shot? 

Mr. Gee. Here is what I would do, if I might. I would do one of 
the things that’s been suggested already; that at the agent level 
that as soon as the issue is raised that you break that out and you 
get some clarification, opinion, or ruling, or something like that 
where the taxpayer can put in writing the fact that they meet sec- 
tion 530 or 3508 or whatever the reasons they think they are inde- 
pendent contractors. Then, what I would do is you have that in 
writing. 

Chairman Johnson. That is to require the IRS to put in writing 
why you do not comply? 

Mr. Gee. And the taxpayer would put in writing why they 
thought they did. 

Chairman Johnson. At the very beginning of the process? 

Mr. Gee. At the very beginning as soon as the issue is raised. 
Then what I would do is if the IRS pursues the case as they did 
in my case and loses, I would make the IRS pay attorneys’ fees 
from the agent level forward, the CPA fees 

Chairman Johnson. Excuse me, I didn’t understand the second. 
The IRS pay the attorneys fees and what? 

Mr. Gee. CPA fees from the agent level forward. That will stop 
egregious abuses of behavior. 

Chairman JOHNSON. What do you mean by that, from the agent 
level forward? 

Mr. Gee. I will give you an example. This gentleman over here. 
I think he said he spent $29,000 on lawyers’ fees or something. My 
client spent almost $300,000. He cannot even recover half of those 
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because you do not get to recover your attorneys’ fees until the defi- 
ciency notice is issued and that is usually about halfway through 
the cases, so if the Service knew they were looking at refunding all 
of your attorneys’ fees, not just a fraction, they might have a little 
different attitude about the hazards of litigation. 

Thank you. 

Chairman JOHNSON. Thank you, Mr. Barbee. 

Mr. Barbee. I want to say section 530 worked. The process that 
took place I had to go to work to stop the IRS from seizing the as- 
sets from our company. I had to get a Federal judge to issue a tem- 
porary restraining order against the Internal Revenue Service to 
enjoin them collecting the money. Taking the money away from me 
where I couldn’t even fight them. I would not have had a chance 
at all, and the issue was to get a temporary restraining order to 
stop collection, which is as strong as a garlic milkshake to do. It 
is very difficult to do. 

The Supreme Court has made that emphasis — a very strong em- 
phasis to do. I had to have a temporary restraining order before it 
could get the hearing about my case. But it was an over zealous 
Internal Revenue Service. It was an action on their part, and I felt 
it was driven from Washington. It was not some renegade out here 
on a reservation, so to speak, in the country. It was directed strict- 
ly or straight out of the halls of Washington. And that is the part. 
But again, I cannot emphasize enough how clear Congress wrote 
the law. It is how flagrantly the IRS ignored the law; that is the 
problem doesn’t anyone know how to control the IRS. 

Chairman Johnson. Part of that would be greater accountability 
throughout the process. 

Mr. Barbee. That is correct. 

Chairman Johnson. Producing specific information. It is an out- 
rage that you should get to court and never even in court have got- 
ten sufficient documentation of their case; no testimony and so on. 
So, that is something we can look at, and the issue of penalties you 
are raising is a very valid one. We have been joined by my col- 
league, Mr. Collins. It is a pleasure to have you with us. 

Mr. Collins. Thank you. Madam Chairman. I just dropped by 
briefly. Mr. Barbee came by our office early this morning. We were 
reviewing this particular case. 

As we were discussing it, when you get down to simplification, 
it is much easier for the IRS to focus in on one person for the pur- 
pose of collection of revenues than it is to go through the broad 
range of the independent contractors out there and wait to year- 
end to collect from them. That is the reason why the IRS objects 
to the independent contractor law. I think it is a shame. 

I think we would have a lot more small jobs, small businesses 
created if we had a different interpretation by the IRS. It is a 
hinderance, it is a discouragement, a disincentive to get into busi- 
ness. It’s not very profitable to get into business, and have the IRS 
come in and do as they have done to Mr. Barbee. Hopefully, we will 
be able to straighten out the language that pertains to independent 
contractors and maybe when we actually reach down and our 
Chairman of the main Committee says pull the IRS by the roots, 
we will get their full attention. There will only be a few over there 
to audit the amount of money that comes in from the States from 
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the consumption tax or the flat tax and we will not need quite as 
many of those people out there intimidating the small business 
people and small taxpayer of this country. 

Thank you. Madam Chairman. 

Chairman JOHNSON. Thank you, Congressman Collins. Before I 
dismiss this panel and invite the next panel to come forward, I do 
want to clarify an aspect of your testimony, Mr. Kessler. I had 
asked Mr. Bolt earlier to restate for the record the fact that install- 
ers in the cable industry have been treated as independent contrac- 
tors since the inception of their industry in 1952 or thereabouts. It 
is interesting that in your first audit in 1989, the IRS treated your 
employees as independent contractors. 

Mr. Kessler. Yes, they did. 

Chairman JOHNSON. Is it your experience that throughout the in- 
dustry the installers were treated as independent contractors in 
1989? 

Mr. Kessler. To the best of my knowledge, yes, especially in the 
State of New Jersey where we do most of our work. The audit I 
did have was a general audit. It was not specifically to examine 
these subcontracting areas so we got a clean bill of health on the 
normal business procedures that we had in terms of paying our 
taxes and so forth, but they also ruled on the way we treated 
subcontractors. 

Chairman JOHNSON. You say in your testimony they carefully 
scrutinized your use of subcontractors. 

Mr. Kessler. Yes, I helped my accountant prepare for the audit, 
and I pretty well know what they looked at. 

Chairman Johnson. Six years later in 1995, last year, they came 
in with a very different idea of what an independent contractor was 
and who was an employee and who was an independent contractor; 
is that your testimony? 

Mr. I^SSLER. Yes, it is ma’am. 

Chairman JOHNSON. You also testified there were threats and in- 
timidation. What do you mean by that? 

Mr. Kessler. What I think I mean by that is that when I know 
I am being offered some sort of deal, they called at the end of May 
and usually the way it works is they may say if you pay this and 
comply, we will only chsirge you this or else we can go back 5, 7 
years, whatever the case may be. That is rather intimidating for 
a company my size. I could end up maybe spending, lets say, 
$100,000 in fines, if that is what the deal is. Or, in 7 years I am 
out of business, I am not anywhere at all. 

Chairman JOHNSON. And did they ever in this most recent audit 
discuss with you the issue of industrywide practice or historic 
precedent or did you ever raise it with them? 

Mr. Kessler. I think we raised it in our section 530 prior audit. 
We always thought that a prior audit was a slam dunk. I am pretty 
sure my accountant brought up industrywide practice in particular 
in the State of New Jersey. 

Chairman Johnson. WTiat was IRS’ response to the fact that 
section 530 should clearly have covered you, particularly in light of 
an earlier audit? 

Mr. Kessler. I do not think they respected what happened in 
1989. He seemed to believe that 
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Chairman Johnson. Did they give any answers when you asked 
questions? 

Mr. Kessler. I will be honest with you, Madam Chairman, I just 
helped prepare the audit. I was not there. If you want a statement 
from someone, I will give it to you. 

Chairman JOHNSON. We may pursue that, but I think it is very 
clear in this instance the IRS is moving against an industry where 
the precedents are so clear that they should automatically be a sec- 
tion 530 case and that concerns me very much. It concerns me that 
you have been forced to cover extensive costs. It concerns me, Mr. 
Bolt, that your company is on the verge of folding as a result of 
this, and this is an issue that we will pursue. 

I thank the panel very much for your testimony today. It is very 
helpful. 

I would like to call forward the next panel: Sam Meek of Talbot 
County, Maryland; Scott Bryan of Anaheim, California; John 
Budzinski, Milwaukee, Wisconsin; Raymond Kane, New York, New 
York; Lauraday Kelley from Harrisburg, Pennsylvania. 

Thank you for being with us today. 

We will start with Mr. Meek, the superintendent of the Talbot 
County Schools, Talbot County, Maryland. 

Thank you. Nice to have you, Mr. Meek. 

STATEMENT OF J. SAM MEEK, ED.D., SUPERINTENDENT, 

TALBOT COUNTY PUBLIC SCHOOLS, TALBOT COUNTY, 

MARYLAND 

Mr. Meek. Madam Chairman, Members of the Subcommittee, I 
appreciate having the opportunity of addressing this Subcommit- 
tee. My name is Dr. Sam Meek. I am the superintendent of Talbot 
County Public Schools. Talbot County is located on the Eastern 
Shore of Maryland. As superintendent, I am responsible for all of 
the public elementary, middle aind high schools located in Talbot 
County. 

In early 1994, the IRS conducted an employment tax audit of my 
school system. In particular, the IRS examined the school board’s 
treatment of the school bus contractors who are contracted with us 
to provide bus transportation to our students. 

These bus contractors own their own buses. The contractors may 
or may not drive their buses. Rather, they are free to hire qualified 
drivers to drive their buses in the performance of these services. 
These schoolbus contractors have been treated by the board as 
independent contractors for employment tax purposes for decades. 
The board issues 1099s to these contractors reporting the payments 
made to them, and we transmit the 1099 information to the IRS. 

In addition to the contractors, the board employs drivers to drive 
buses owned by the school system. In general, these buses are for 
the transportation of students needing special attention, such as 
handicapped or special education students. These buses which are 
owned by the school system are specially equipped. The buses 
which are owned by the contractors are not. 

The IRS agent who conducted the audit concluded that the 
schoolbus contractors should be treated as employees of the school 
system. Recognizing that we issued 1099s to the contractors, he ap- 
plied the relief provisions of IRC section 3509. Nevertheless, he de- 
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veloped a deficiency of about $160,000 for a 2-year period of time. 
He also determined that relief under section 530 was not available 
to us because we employed drivers to drive buses owned by the 
school system. He did not believe that the differences between a 
contractor who owns his own bus and who is not required to drive 
the bus, compared to an employee driver who drives a school sys- 
tem bus, were sufficient to allow for the application of section 530. 

We proceeded to take an appeal from the IRS agent’s report to 
the Appeals Office of the IRS. Because of our concern over the po- 
tential tax liability that could be developed by the IRS and the po- 
tential costs of litigation, we engaged in settlement discussions 
with the Appeals Office. After the appeals officer determined that 
there was a significantly high degree of compliance by the contrac- 
tors in their reporting of the income paid by the school system to 
them, for which we were given credit for settlement purposes, the 
tax deficiency was substantially reduced from approximately 
$160,000 to $12,000. 

We have submitted a closing agreement to the IRS in which we 
would agree to pay the $12,000 deficiency and also agree to start 
treating the bus contractors as employees starting in September 
1997 if no substantial changes are made in the relationship be- 
tween the board and the contractors in the interim. This was an 
agreement that was worked out with Appeals over the course of 
several months. The signed closing agreement is now being held by 
the Appeals Office, and we expect to receive a fully executed copy 
of the agreement from the IRS very shortly. 

Four other county boards of education within Maryland also have 
been audited by the IRS and have taken appeals. It remains un- 
clear what will happen with the remaining county boards within 
the State. While we were hoping that whatever result occurred 
from the IRS audit would be handled in a uniform manner among 
all of the boards within the State, the sequential auditing of the 
school boards followed by the taking of appeals from each audit and 
the uncertainty of further audits of other boards may result in dif- 
ferent treatment by the IRS of otherwise similarly situated boards 
within Maryland. 

This entire process has been extremely time consuming, costly 
and disconcerting. It has caused a tremendous amount of concern 
within my school board and the other four boards that have been 
audited, concern among the taxpayers of each of the affected school 
boards as well as for the schoolbus contractors not only with the 
particular boards that have been audited, but throughout the 
State. In addition, schoolbus contractors located throughout the 
country are focusing their attention on this situation in Maryland. 

Administratively, section 530 was of no relief to us. Even though 
we dispute the lack of “substantive consistency” because we believe 
there is a substantial difference in position between contractors 
who own their own buses and are not required to drive their buses, 
from school employees who drive school-owned buses, we did not 
want to face the risks and costs associated with litigating this 
issue. 

Although the settlement negotiated with the Appeals Office was, 
in certain respects, similar to a settlement that could be achieved 
under the classification settlement program, the settlement does 
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have material differences. As I understand it, the classification 
settlement program requires prospective compliance starting in the 
next quarter. As a public body, budgeting for school board expenses 
has to be done several months in advance of the school year. 
Contracts for schoolbus contractors are entered into prior to the be- 
ginning of each school year. A board does not have the flexibility 
of rearranging its relationship with its contractors during a school 
year. Rather, a substantial lag time is needed in order to rearrange 
relationships with contractors to the board. The classification set- 
tlement program does not allow for this. 

If we are forced to treat the contractors as employees starting in 
September 1997, this will greatly alter the relationship between 
the school board and the contractors. Aside from shifting employ- 
ment tax responsibility from the contractors to the board, there are 
additional issues that need to be considered, such as the inclusion 
of contractors within retirement plans, fringe benefits, employee 
grievance procedures and so forth. 

Neither the contractors nor the board want their contractual re- 
lationship changed. These are relationships that have been in effect 
for over 40 years. For this reason, I urge the enactment of legisla- 
tion that would permit us to continue treating schoolbus contrac- 
tors having a significant investment in their own buses as inde- 
pendent contractors. Should such legislation not be enacted, we will 
need to consider our options. Although one option would be to bring 
the contractors in as employees as required by the IRS, other op- 
tions would include hiring a large private bus contractor, who may 
or may not use the buses and services of the existing contractors. 

Schoolbus contractors are small businessmen. They want to con- 
tinue operating as small businessmen. Legislation that would rec- 
ognize bus contractors as independent contractors, where they have 
a substantial investment, a written agreement with the school 
board, and do not perform services on the premises of the board 
would accomplish this. 

The collateral benefits and rights that may be associated with 
employee reclassification represent substantial additional adminis- 
trative and financial burdens for all local school boards across the 
Nation. This is not something that either my board or the contrac- 
tors in my district want. The IRS should not be in a position to re- 
quire such a costly rearrangement of business transactions between 
parties where it is of little or no tax consequence to the IRS. 

I thank you for this opportunity to bring this situation to your 
attention, and I would be pleased to entertain your questions. 

[The prepared statement follows:] 
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STATEMENT OF J. SAM MEEK, Ed.D., 
SUPERINTENDENT OF SCHOOLS 
TALBOT COUNTY PUBLIC SCHOOLS 
TALBOT COUNTY, MARYLAND 

BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS 
SUBCOMMITTEE ON OVERSIGHT 
JUNE 4, 1996 


Chairman Johnson and Ladies and Gentlemen of the Subcommittee : 

I appreciate having the opportunity of addressing this Subcommittee. My name is 
Dr. Sam Meek. I am the Superintendent of Talbot County Public Schools. Talbot County is 
located on the Eastern Shore of Maryland. As Superintendent, ] am responsible for all of the 
public elementary, middle and high schools located in Talbot County. 

In early 1994, the IRS conducted an employment tax audit of my school system. 
In particular, the IRS examined the school Board’s treatment of the school bus contractors who 
are contracted with to provide bus transportation to our students. These bus contractors own 
their own buses. The contractors may or may not drive their buses. Rather, they are free to hire 
qualified drivers to drive their buses in the performance of these services. These school bus 
contractors have been treated by the Board as independent contractors for employment tax 
purposes for decades. The Board issues 1099s to these contractors reporting the payments made 
to them and we transmit the 1099 information to the IRS. 

In addition to the contractors, the Board employs drivers to drive buses owned by 
the school system. In general, these buses are for the transportation of smdents needing special 
attention, such as handicapped or special education students. These buses which are owned by 
the school system are specially equipped. The buses which are owned by the contractors are not. 

The IRS agent who conducted the audit concluded that the school bus contractors 
should be treated as employees of the school system. Recognizing that we issued 1099s to the 
contractors, he applied the relief provisions of IRC §3509. Nevertheless, he developed a 
deficiency of about $160,000 for a two-year period of time. He also determined that relief under 
Section 530 was not available to us because we employed drivers to drive buses owned by the 
school system. He did not believe that the differences between a contractor who owns his own 
bus and who is not required to drive the bus, compared to an employee driver who drives a 
school system bus, were sufficient to allow for the application of Section 530. 

We proceeded to take an appeal from the IRS agent's report to the Appeals Office 
of the IRS. Because of our concern over the potential tax liability that could be developed by the 
IRS and the potential costs of litigation, we engaged in settlement discussions with the Appeals 
Office. After the Appeals Officer determined that there was a significantly high degree of 
compliance by the Contractors in their reporting of the income paid by the school system to 
them, for which we were given credit for settlement purposes, the tax deficiency was 
substantially reduced fixim approximately $160,000 to $12,000. We have submitted a Closing 
Agreement to the IRS in which we would agree to pay the $12,000 deficiency and also agree to 
start treating the bus contractors as employees starting in September 1997 if no substantial 
changes are made in the relationship between the Board and the Contractors in the interim. This 
was an agreement that was worked out with Appeals over the course of several months. The 
signed Closing Agreement is now being held by the Appeals Office and we expect to receive a 
fully executed copy of the Agreement from the IRS very shortly. 

Four other county Boards of Education within Maryland also have been audited 
by the IRS and have taken appeals. It remains unclear what will happen with the remaining 
county Boards within the state. While we were hoping that whatever result occurred from the 
IRS audit would be handled in a uniform manner among all of the Boards within the State, the 
sequential auditing of the School Boards followed by the taking of appeals from each audit and 
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the uncertainty of further audits of other Boards, may result in different treatment by the IRS of 
otherwise similarly situated Boards within Maryland. 

This entire process has been extr^ely time-consuming, costly and disconcerting. 
It has caused a tremendous amount of concern within my School Board and the other four Boards 
that have been audited, concern among the taxpayers of each of the affected School Boards as 
well as for the school bus contractors not only with the particular Boards that have been audited, 
but throughout the State. In addition, school bus contractors located throughout the country are 
focusing their attention on this situation in Maryland. 

Administratively, Section 530 was of no relief to us. Even though we dispute the 
lack of "substantive consistency" (because we believe there is a substantial difference in position 
between contractors who own their own buses and are not required to drive their buses from 
school employees vdio drive school-owned buses), we did not want to face die risks and costs 
associated with litigating this issue. 

Although the settlement negotiated with the Appeals Office was, in certain 
respects, similar to a settlement that could be achieved under the classification settlement 
program, the settlement does have material differences. As I understand it, the classification 
settlement program requires prospective compliance starting in the next quarter. As a public 
body, budgeting for School Board expenses has to be done several months in advance of the 
school year. Contracts for school bus contractors are entered into prior to the beginning of each 
school year. A Board does not have the flexibility of rearranging its relationship with its 
contractors during a school year. Rather, a substantial lag time is needed in order to rearrange 
relationships with contractors to the Board. The classification settlement program does not allow 
for this. 


If we are forced to start treating the contractors as employees in September 1997, 
this will greatly alter the relationship between the School Boards and the contractors. Aside from 
shifting employment tax responsibilities from the contractors to the Board, there are additional 
issues that need to be considered such as inclusion of the contractors within retirement plans, 
fringe benefits, employee grievance procedures, etc. Neither the contractors nor the School 
Boards want their contractual relationship to be changed. These are relationships have been in 
effect for over forty years. 

We do not want to alter the long established relationship between the school 
system and the contractors. For this reason, I would urge the enactment of legislation that would 
permit us to continue treating school bus contractors, having a significant investment in their 
school buses, as independent contractors. Should such legislation not be enacted, we will need to 
consider our options. Although one option could be to bring the contractors in as employees as 
required by the IRS, other options would include hiring a large private school bus contractor who 
may or may not use the buses and services of tiie existing contractors. The potential loss that 
may be suffered by the existing contractors if this occurs represents a substantial risk now being 
faced by the existing contractors. This alone is a factor pointing to the magnitude of the 
investment maintained by the contractors in their buses that distinguishes them from mere 
employees. 


The school bus contractors are small businessmen. They want to continue 
operating as small businessmen. Legislation that would recognize contractors as independent 
contractors where tiiey m flintain a substantial investment in assets, have a written agreement with 
the School Board and do not perform services on the premises of the service recipient would 
accomplish this. 

Through the Appeals process and the negotiation of the Closing Agreement, it 
was determined that compliance by the Contractors in reporting payments made to them on their 
tax returns has been very high, ranging from about 85% to 1 00% among the five boards that have 
taken appeals. Other measures can also be considered so as to ensure a continued high level of 
reporting compliance by all of the contractors. For example, requiring the service recipient to 
obtain a Fact of Filing Authorization fix)m contractors pursuant to which the service recipient 
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would be permitted to confirm that a tax return was filed with the IRS would achieve this 
purpose. 


From the IRS’ perspective, an insubstantial amount of additional revenue will be 
raised as a result of these audits. Prospectively, requiring employee treatment has a potential to 
significantly alter the relationship between the school system and the contractors. The additional 
costs associated with this are not revenue raisers for the IRS. Rather, the collateral benefits and 
rights that may be associated with employee reclassification represent potential substantial 
additional administrative and financial burdens for the School Board that may be the result of 
this rearrangement. This is not something that either the Board or the Contractors want. The 
IRS should not be in a position to require such a costly rearrangement of business transactions 
between parties ^^ere it is of no, or of relatively de minimus tax consequence to the IRS. 

Thank you very much. 
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Chairman JOHNSON. Thank you very much. 

Mr. Bryan. 

STATEMENT OF SCOTT BRYAN, PRESmENT, PACIFIC 
DECORATING CENTERS, ANAHEIM, CALIFORNIA 

Mr. Bryan. Madam Chairman, my name is Scott Bryan. I am 
president of the Pacific Decorating Centers, a retail business with 
two locations in Orange County, California. 

It is common knowledge that the floor covering industry has been 
a target of limited IRS employment audits, and, frankly, these au- 
dits are not pleasant experiences. I would like to tell you about my 
own experience. 

In 1988, as an immediate past president of our trade association, 
I volunteered, as an industry expert, to assist an IRS employment 
tax specialist working on a project in the State of California to de- 
termine what common worker classification practices were being 
used in our industry regarding installation. 

Because the California EDD, Employment Development Depart- 
ment, had been treating unlicensed installers as statutory employ- 
ees for State taxing purposes, there was enormous concern that the 
disparate treatment of these individuals would cause us to become 
targets for IRS employment tax audits. I shared with the IRS spe- 
cialist at that time my method of managing this issue and was en- 
couraged to find that my business system of contracts and consist- 
ent approach was likely to place me in a very defensive position if, 
and when, an audit of my business occurred. In retrospect, I was 
naive in my assumption about this defensible position. 

In January 1994, I was notified by the IRS that a full employ- 
ment audit would be conducted for tax year 1992. We submitted 
documentation to support our position that State law created this 
disparate treatment of installers for State and Federal tax treat- 
ment. In the alternative, we also submitted a brief to support relief 
under section 530. 

The result, in December 1994, Christmas never came. Instead, 
$447,000 of indei^ndent contractor payments on our 1992 forms 
1099 were reclassified, leaving us with an approximate $80,000 tax 
liability. 

If this formula were applied to the 3 years of operations which 
the Internal Revenue Code permits, our total tax liability would 
have been over $200,000, at that time almost two-thirds of my net 
worth. 

We immediately filed a letter challenging the IRS action, and we 
received no response to our challenge, but 8 months later, in Au- 
gust 1995, a new IRS agent requested a meeting. I was advised 
that a second investigation of the same audit period was warranted 
to review potential problems with the initial findings. 

Again, a field survey of our installers was conducted, and at that 
time I refused to go along with an IRS request to sign a consent 
to extend time for their audit. I made the argument that from that 
point on, an additional 8 months should be sufficient for the IRS 
to come to a conclusion. Meanwhile, I continued to maintain no 
workers were misclassified. 

I should not have to tell this Committee that having this open- 
ended audit liability created a negative climate for me to conduct 
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my business, and certainly put a pall on any future business ex- 
pansion plans. 

The IRS examiner called me in December 1995, again requesting 
me to sign a consent to extend time and telling me my failure to 
do so would force the Agency to act summarily and in all likelihood 
to my detriment. I relented and signed a consent, on the condition 
that I have the opportunity to meet with the agent’s supervisor be- 
fore any final judgment would be made. 

In February, 1996, the auditor and supervisor visited my office. 
I was presented with a newly calculated amount for the individuals 
IRS claimed were misclassified for 1992, which was now $390,000, 
and the approximate tax liability had been reduced to around 
$42,000. I advised I would still not accept the findings and would 
appeal. They said it would be 4 to 6 weeks before I would receive 
their formal assessment, at which time I would be given my appeal 
rights. 

Sometime in April, 1996, I received a call from the IRS examiner 
requesting a meeting to explain a new classification settlement pro- 
gram. Based on the new program, I received a letter reducing the 
misclassification payments for 1992 to $246,000, and assessment of 
$10,004. The IRS would also agree not to seek further taxes for 
1993 through the current 1996 quarter, so long as I reclassified any 
unlicensed installers as employees for the future. 

After conferring with counsel, I notified the IRS that I would ac- 
cept the offer, thus ending what I will charitably call a difficult and 
anxious time for me. 

No taxpayer should be put through the ordeal I just experienced. 
In truth, if I had deep pockets and unlimited patience, I would 
have taken my case through the appeal process. But, after all, I am 
just one small business man and simply cannot afford the time nor 
the continued expense to fight for a principle. My legal and finan- 
cial costs and personal time spent in this matter far exceeds the 
IRS’ settlement offer. For that matter, the settlement amount in all 
likelihood exceeds the government’s cost in pursuing the matter. 

It is time for Congress to resolve the problems surrounding busi- 
ness’ use of independent contractors. H.R. 1972 is a good start. In- 
stead of a myriad of subjective judgments, both the private sector 
and the IRS would benefit from a more objective standard. 

In my case, reflect on how different agents kept coming up with 
different audit amounts. How just could that system be? As long 
as you allow it to continue, this issue will be the number one com- 
plaint of small business in America. For these reasons we urge sup- 
port of H.R. 1972. 'Thank you very much. 

[The prepared statement follows:] 



77 


STATEMENT OF SCOTT BRYAN 
OF PACIFIC DECORATING CENTERS 


Mr. Chairman; 

I am Scott Bryan, President of Pacific Decorating Centers, a retail 
business with two locations in Orange County, California. 

I appear today on behalf of the Wbrld Floor Covering Association 
{ "WFCA" ) , \diich is the leurgest trade association r^resenting retail floor 
specialty firms in America. I am a past President and current roesrber of the 
Board of WFCA. 

I welccine this cpportimity to ccme before the Catmittee to present the 
views of the WFCA on a public policy issue that our menbers consider their 
number one priority. 

Among our member firms, an over^t^lming number rely on independent 
contractors to install floorcovering products sold in our msmbers' stores. 
This has been an industry practice for as long as there has been an industry. 
Indeed, during the original debate over Section 530, our industry was active 
in the campaign to recognize such industry practices. 

It is ccninon knowledge that our industry has been a target of limited IPS 
"enployment" audits, and, frankly, these avidits are not pleasant experiences. 
Ihey are made worse because the classification issue is an area of the law 
that is very subjective and vdiere back tax liabilities and penalties can be 
overvdielming. 

Independent contractors play a crucial role in the American 
entrepreneurial system. Having acknowledged the legitimacy of the 
independent contractor role in the U.S. econcry and specifically in our 
floorcovering businesses, we will be the first to condemn the tax evasion 
among independent contractors, vdiich the IRS has documented. Further, to the 
extent individuals are misclassified as iixiependent contractors, we d^lore 
the lessening of their rightful employee benefits. 

The challenge is to produce a workable fonrula to assure the payment of 
Federal tax to the U.S. Treasury, to protect the rightful employee benefits 
of employees, and to ensure the oE^rtunity for businesses to have 
independent contractor services available. 

Let those of us vdio play by the rules have the peace of mind and the 
certainty that we are not at risk \dien the IRS agent waUcs through our doors . 
We deserve no less than that. 

Let me tell you about ny cwn experiences, and, then, I think you will 
understand why I am here today to advocate meaningful reform. 

In 1988, I volunteered as an “industry" expert to eissist an IRS 
enplcyment tax specialist working on a project in the state of California to 
determine what cannon wcrker classification practices were being used in our 
industry regarding installation. 

Because the California Enployment Development D^>artTnent had begun 
treating unlicensed installers as "statutory ettployees" for state tax 
purposes, there was enormous concern that disparate treatment of these 
individuals would become a target for IRS employment tax audits. 

Accordingly, I participated in a number of industry panels and shared with 
the IRS specialist ity method of managing this issue and was encouraged to find 
that ny business system of contracts and consistent approach was likely to 
place me in a very defensible position if, and when, an audit of ny business 
occurred. 

In retrospect, I was naive. The first challenge to ny business practice 
was an IRS unilateral assessment in 1992 for additioncil 1989 taxes because 
the wages being reported to the state of Ceilifomia were higher than those 
reported to the IRS. 

I successfully explained how vrorkers could hold independent contractor 
status for Federal reporting, but because of state fiat we were required to 
withhold incore taares if these individuals did not possess a valid State 
Contractor License. I did prevail in this dispute, citing a joint IRS and 
Enployment Development Department letter in which the agencies conceded that 
"a worker may be an esrtplcyee for state enploynent tax purposes, but not for 
federal enployment tax purposes and vice versa. (November 1990 letter signed 
by the Director of the California Biployment Develcproent Department and the 
Regional Catmissioner of the Internal Revenue Service. ) 
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In Janxiary 1994, I was notified by the IRS that an enplc^nnent audit would 
be conducted for 1992. At the first conference with the IRS auditor I took 
the position that our procedures were based upon the professional advice of 
legal coionsel and accountants, and that I had reviewed our procedures with an 
IRS agent at an earlier time. Following a field survey of our installers hy 
the IRS, the agency formally notified me of an audit in Septeirber and 
requested all en^loyment records, billings, contracts, state and federal tax 
filings, etc. 

We sukfiiitted documentation to buttress oor position that state law 
created the disparate treatment of installers for state and federal tax 
treatment. In the alternative, we submitted a brief to support relief under 
Section 530. 

In December 1994, Christinas never came. Instead, $447,614 of 
independent contractor payments on our 1992 Forms 1099 were reclassified, 
leaving us with an $80,000 tax liability. If this formula were ^^lied to 
three years of operations, vrtiich the Internal Revenue Code permits, the total 
teix liability would have been $200,000 or two-thirds of our net worth. 

We lirmediately filed a letter chall^^ing the IRS action. We received no 
response to our letter, but eight months later in August 1995, a new IRS agent 
requested a meeting. I was advised that a second investigation of the same 
aixiit period was warranted to review potential problems with the initial 
findings. Again, a field survey of our iz^tallers was conducted. I refused 
to go along with an IRS request to sign a "Ctonsent to Extend Time" for their 
audit. I made the eurgument that eight months should be sufficient for the IRS 
to ccme to a concliision. Meantdiile, I maintained that no workers were 
misclassified. I don't have to remind this Ccnmittee that having this open- 
ended audit liability created a negative climate for me to conduct business, 
and certednly put a pall on any future business expansion plans. 

The IRS examiner called we in December 1995, again requesting me to sign 
a "Consent to Extend Time," and telling me ny failure to do so, would force 
the agency to act sutiroirily, and in all likelihood to my detriment. I 
relented and signed the Consent on the condition that I have the opportunity 
to meet with the agent's supervisor. 

When the agent cedled on me again in February 1996, he came without a 
supervisor, vihich was a condition for ity continu^ cooperation. Later that 
month, we did have a meeting with the IRS examiner and his Audit Supervisor in 
our offices. I was presented with a newly calculated amount for the 
individueils the IRS claimed were misclassified, vdiich was new $390,865. The 
^proximate tax liability had been reduced to approximately $40,000. I 
advised them I would not accept the findings, and would appeal. They advised 
that it would be 4-6 weeks before I would receive their formal assessment, at 
vhich time I would be advised of ny appeal ri^tts. 

Semetime in i^ril, I received a call from the IRS examiner requesting a 
meeting to eaplain a new classification settlement program. Later that 
month, I received a letter reducing the misclassification payments for 1992 
to $246,483 and an assessment of $10,004. Ihe IRS would also agree not to 
seek further ta^^s for 1993 through the current 1996 quarter, so long as I 
reclassified any unlicensed installers eis employees in the future. 

After conferring with counsel, I notified the IRS that I would acc^it the 
offer, thus ending what I will charitably call a difficult and anxious time 
for me. 

Members of the Ccnmittee. No taxpayer should be put through the ordeal 
that I have just experienced. In truth, if I had a deep pocket and unlimited 
patience, I would have taken ny case through the appeal process. But, after 
all, I am a retailer and siirply cannot afford the time nor the continued 
expense to fight for a principle. My legad costs and the financial costs of 
ny personed time spent in this matter far exceed the IRS settlement offer. 

For that matter, the settlement amount, in all litelihood, exoxeeds the 
government's costs in pursuing the matter. 

I believe iry own experience reflects the industiry experience. There 
r eal ly is no such thing as running a business by a textbook. Business life is 
full of gray areas. To survive, one has to ettijust to realities in the market 
place. For example, personal security is a consideration if you are dealing 
with a service provid^ in the consumer's heme. This wais not the Ccise a 



79 


decade ago. It is inportant to provide some assurance to the consumer through 
identification, such as uniforms. Yet, providing such identification is 
frequently a factor cited in audits in our industry. 

The result, in the case of conpliance with the so-called 20-point ccninon 
law test, is that no business can meet all 20 points. And vdiile everyone 
acknowledges that we are not expected to, there is no recLL way for the IRS, or 
us, to figure out vrtiich points are the most inportant, and vrtiich are the most 
relevant to a given situation. It is frustrating for both us and the IRS. In 
many cases, the 20-point ccninon law test actually requires me to "prove the 
negative, " that is, that I do not ccmtrol th& individual, I do not have the 
right to fire, and so forth. From the IRS perspective, tiiey are forced to 
focus on the "tangible" evidence of an enployee relationship, although that 
evidence is hardly a significant indicia of independence. 

Ihat is why our organization supports tte legislation, H.R. 1972, 
introduced by Representative Jon Christens^. Its sets forth a siirple, 
three-part test. Instead of "piroving the negative," the bill allows me to 
present affirming evidence to demonstrate the relationship is truly one in 
vhich the service provider is an independent contractor. 

While I am certain the canrdttee is familiar with it, the key provisions 
are as follows. 

Under p 2 urt one, the independent contractor must meet just one of the 
following criteria: 

1. Have a significant investment in assets and/or training; 

2. Incur significant lonreimbursed expenses; 

3. Agree to work for a specific time or ccnplete a specific result, and 
is liable for damges for feiilure to perform; 

4. Be paid on a canmission basis; or 

5. Purchase a product for resale. 

Under part two, the independent contractor must meet just one of the 
following: 

1. Have a principed place of business; 

2 . Does not primarily provide the service in the service recipient ' s 
place of business; 

3. Pay a f£uj: market rent for use of the service recipient's place of 
business; or 

4 . Is not required to perform service exclusively for the service 
recipient ajnd a) heis performed a significant amount of service for 
other persons; b) has offered to perform service for other persons 
through advertising individucil written or oral solicitations such as 
listing with registries, agencies, brokers, and other persons in the 
business of providing referrals to other service recipients; or c) 
provides service under a business name >diich is registered with or 
for \diich a license has been chained frcm an ap^rc^riate 
jurisdiction , 

Under part three, there must be a written agreement between the parties. 


I would also like to address the issue of why Section 530 has not been 
particularly helpful in our industry. As the Carmittee kncws. Section 530 
was a temporary solution. As such, no one anticipated it would have to 
withstand the test of time. 

If there was ever an industry in vrtvLch the practice of using independent 
contractors was a long-standing practice of a significant segment of the 
industry, you would think it W3uld be ours. But yet, we debate this in every 
audit. What constitutes a significant segment? Hw do you prove it? There 
are no bright lines. And, v^n we ask how to exercise our Section 530 rights, 
we usually get shrugs frcm the IRS. 

Section 530 has two consistency requirements - that the individual must 
have never been an siployee, and that none of the individuals have performed 
similar work as employees since 1978. There is no rational reason to maintain 
these permanent consistency requirements. It is a difficult threshold to 
meet on a permanent basis, and just as n^uiy cases fail on the consistency test 
as on the substantive industry practice test. 
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It is time for Congress to resolve the problan surrounding business' use 
of ind^)endent contractors. H.R. 1972, if enacted, viould eliminate the 
prc^lem for ny industry. It will clearly level the caif^etitive playing field 
so that well-run businesses trying to pay their fair share of taxes will not 
be discriminated against by attenpting to meet higher ccnpliance levels than 
those \4 k> operate on the fringe with relatively little fear of a ocnpliance 
audit. Instead of a nyriad of subjective judgments, both the private sector 
and the IRS would benefit fron a more dbjectxve standard as in H.R. 1972. 

Just reflect on hew different agents came up with different amounts in ny case 
over the two years that the IRS audited ny business. As long cis you allow 
that present system to ^cist, it will continue to be the nunber one ccnplaint 
of small business in America. 

I hope you will taJee the action necesscury to correct a prc^lesn that has 
festered for too long. For all these reasc^is, we urge your support of 
H.R. 1972. 
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Chairman JOHNSON. Thank you, Mr. Bryan. 

Mr. Budzinski. 

STATEMENT OF JOHN BUDZINSKI, BUSINESS MANAGER, 
STEAMFITTERS UNION LOCAL 601, MILWAUKEE, WISCONSIN 

Mr. Budzinski. Thank you. Chairwoman Johnson and Members 
of the Subcommittee. My name is John Budzinski. I am the busi- 
ness manager of Steamfitters Local 601 in Milwaukee, and I am a 
member of the United Association of Plumbers and Steamfitters of 
the United States and Canada. 

I am not experienced at doing this, and those people that had 
more experience told me that I should not read my notes to you, 
but I should talk to you, so I am going to try to do that and do 
it as briefly as I can. 

I have been the business manager in Milwaukee for the last 15 
years. My primary mission as business manager is to supply a 
work force to our contractors that will help them to build the 
homes, the schools, the pipelines, industry, powerhouses in the city 
of Milwaukee, the State of Wisconsin, and throughout the Nation. 

With that, you might expect I come here to talk to you primarily 
about the impact of H.R. 1972 on my members, but I am not here 
to do that. You have written testimony from Bob Georgine, who is 
more of an expert at those concerns than I am. What I wanted to 
talk to you about primarily is the impact on my small contractors 
that this legislation may have. 

Along with me, I have senior counsel for the Mechanical Contrac- 
tors Association of America. They have management, in cooperation 
with senior counsel John McNerry, who sits on the board of the 
largest mechanical contractors association in the country, whose 
primary objective has been to amend or exempt our industry from 
this legislation. 

When I first saw H.R. 1972, I was very pleased to hear that we 
had some legislation that was going to simplify taxes for all of our 
contractors and make their life easier, because it is our lifeblood; 
that is, the contractor. He needs to be a profitable, successful entre- 
preneur so he can afford to have a skilled work force that works 
for him. But as we looked further into this legislation, we had some 
grave concerns. 

As you may or may not know, as a skilled tradesman, we must 
serve apprenticeship of 5 years or in excess of that with continuing 
education thereafter. It is not unusual for one of our craftsmen to 
work for more than one employer in any given year. By and large, 
it is unusual that we work for one employer for more than a year 
at a time. 

Third, it is not unusual for our skilled craftsmen to have a large 
investment in tools, an 3 rwhere from $2,000 up to $40,000, or 
$50,000, depending on the part of the industry they participate in. 
All of these would make our skilled craftsmen qualify as independ- 
ent contractors. 

As you may or may not know, the contractors that belong to the 
MCAA participate in what is called a multiemployer environment. 
It is because of employment in that environment, that the for edu- 
cation, health care and pension are restricted. 
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As a regent of the University of Wisconsin, appointed by 
Governor Thompson, and a member of the board of directors of 
Vocational Systems in Wisconsin, the cost of obtaining an edu- 
cation is very crucial to me. 

Throughout our industry, apprenticeship has been a key in con- 
tinuing education. Those dollars that are used for funding that edu- 
cation come under what is known as Taft-Hartley or ERISA funds, 
which allow only contributions for employees who could not be ac- 
cepted on behalf of contractors. This legislation as designed would 
disallow those contributions, and would stop that educational flow. 

Second and third, and as important, the health care system that 
has been developed by our industry through contractors and labor 
cooperation has done what the government is talking about doing 
today. It has provided health care, regardless of employer, regard- 
less of length of emplo 3 mient, and regardless of location of that 
employee. 

Today, the United Association, across the country through these 
funds, has established over 400 campuses throughout the country 
to educate our members, training over 250,000 skilled craftsmen. 
Again, with the contractors’ involvement, we are able to provide 
health care and pension benefits for hundreds of thousands of 
members throughout this industry. 

For this legislation to pass, and for these funds to be eliminated 
would cause the government to have to educate the skilled 
craftspeople that are being skilled by private industry, today and 
which costs the government and the taxpayers absolutely not one 
penny. Also we would have to look at how we revamp our health 
care for these people. 

With these concerns in mind, I would ask you to respectfully look 
at this amendment, with the intent which we believe is great and 
good. But it is very important, we believe, for members of the con- 
struction industry to be exempt from this H.R. 1972. 

I want to thank you for your attention and time on this serious 
manner. 

Thank you. 

[The prepared statement follows;] 
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STATEMENT OF 
K)HN BUDZINSKI 
BUSINESS MANAGER 
STEAMFITTERS LOCAL 601 
Milwaukee, Wisconsin 

on behalf of the United Association of ioumeymen and Apprentices 
of the Plumbing and KpefitUng Industry of dte 
United States and Canada 

Before the Ways and Means Oversight Subcommittee 
The Honorable Nancy Johnson. Chair 
United Slates House of Representatives 

June 4. 1996 

To the Honorable Nancy Johnson and Members of Ute Subcomminec; 

Thank you for the opportunity to share serious concerns about the impact of HR 1972. 

For almost flflccn years as a business representative of SlcamTitlcrs Local 601 in Milwaukee, Wisconsin, 
it has been my responsibility to work in partnership with business. Our mission is to train atKl develop 
the skilled work force necessary to build homes, churches, schools, manufacturing plants, aitd breweries 
in and for Milwaukee, Wisconsin and the nation. 

Through my work on various international (abor/management committees and my service as a member of 
the University of Wisconsin Board of Regents and member of the State Vocational. Technical artd Adult 
Education Board appointed by Governor Thompstm, I can tell you that the experiences I relate to you are 
important to my ooUeagues and businesses throughout Wisemeun. 

You might expect, as the Business Manager of Steamfitters Local 601. that I would talk with you about 
the tragic impact of this legislation on the members of the building and construction trades industry, 
particularly the Slcamflllers in Milwaukee. I understand and fully realize how serious this impact will be 
on die working men and women of the organized trade labor movement. However, there are others who 
will most appropriately give this testimony. 

Instead, it is most important that I share some special insights with you that arc based on my experiences 
in working with the small businesses this legistaUon se^s to help. It is critical you understand how these 
small businesses will be alTected. It is also critical that you understand how it is possible this legislation 
will put them out of business. I want to tell you this because this nation as well as members of 
Steamfitters Local 601 need small businesses to be strong • particularly small construction contractors. 

If there is a fact of life that my members and I understand, it is that contractors need to be successful, and 
if they are to be successful, they must have an emdent, productive work force so they will be profitable. 
That 1$ why when I first heard that the passage of HR 1972 would result In lax sinqrliilcadon and the 
reduedon of red tape, I was very pleased. 

Unfortuiutely. while this bill as written may have been developed with the strong desire to strengthen the 
nation by helping business thrive, it will cause havoc with the construction contractors. It is the small 
contractor who employs a majority of our work force about which we are most concerned. Wc need 
these contractors to be strong. 

As our members know, the contractor must be prontable to be successful. The contractors and our 
members in partnership, know that a well trained skilled work force is the lifeblood of our industry. The 
skilled crafts person is an essential part of the product, service, and proilt of the successful contractor. 

This legislation destroys the basic structure of apprenticeship training and continued education that 
has established our skilled work force. This will greatly barm our nation's productivity as well as 
waste the substantial educational investment contractors have made. 

The destruction is brought about because this legi^ation requires that any employee who receives 
substantial training from an employer evolves into an independent contractor. Once an employee has 
been reclassined by this legislation as an independent contractor, there is no reason for business to make 
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invcstmcnis in education in its worii force. Also, whatever investment has been made in employees is 
lost. 

As you may know, these coniribuikMis are made in a mu!ti-enq>loyer environment. The mechanism for 
receiving the employer contributions to these trust funds on behalf of the employees was created by 
congress throu^ the Tan4farUey and ERISA. These laws specifically prohibit any cmitribution of funds 
unless made only on behalf of an cmplovee . Clearty, the filling for ^remiceship and continued 
education by contractors will be stopped by force of law and common sense. 

AmMlicr tragic result U that at a tiuM whea there is am iacreaslag shortage of skilled workers, this 
nation will sec its Blulled trades resource decimatetL 

Currently, businesses and skilled trade union CMganizations work together to initially train and continually 
educate tens of thousands of skilled workers. The United Association alone has the largest vocaUonal 
system in the country. The ^roximately 400 campuses throughout the United Slates educates and trains 
over a quarter of a million skilled craAs people. This education does not cost the taxpayers one penny. 
The mechanical contractors in Milwaukee akme invest over ooc million dollars a year for a^ireniicei^ips 
arKi employee training in this effort. Should this legislation pass as is, there would be no incentive or 
inducement to continue this outstanding program. People would simply lose out. This country would 
lose out 

If this nation does not want to lose its leadership in prothictivity with the rest of the world, millions of 
additional tax dollars will be needed to replace the training programs now paid for by these 
labor/managemeni parlncrshqrs. Simply stated, should Uiis bill pass, hundreds of millions of dollars of 
education and af^renticeship training opportunities now privately paid for will be lost As a nation 
competing in a world-wide market there is no jusUfkaiton fm' destroying one of the great vocational 
training mechanisms without a suitable altemaiive. 

To past this bill unamended is to destroy the heaHb insurance and pension trust fundi established 
by business contributions for milliooi of Americans. These trust funds have proven one of tbc most 
cost efTectivc mechanisms for the ddrvery of health care and pension programs to the worker aod 
his/her family regardless of employer, leogth of employment, or Job location. 

As you know, under the Management Relatkms Act, also known as the TaA-Haitley Act, employers make 
contributions to employee trua fumls. Under the law. these contributions have to be made for the sole 
and exclusive beaefit of *‘enq>loyees'', their families and dependents. Because contributions to such 
mu}ti-ejiq>loyer trust funds can be made only on bdtalf of ‘^employees’', it would be unlawful for the 
trustees of these funds to accept contributions on behalf of individuals who are considered to be 
“indeperKlent contractors”. 

Also, urtder the Enqtloyee Retiromcni Income Security Act of 1974 (ERISA), plan fiduciaries must 
(Uscharge their duties with respect to a plan solely in the interest of parUcipants and beneficiaries for the 
exclusive purpose of providing benefits to participants and beneficiaries. 

A '‘paiticipaot” under ERISA is miy "enqiloyee’' or former ‘'employee” of an en^loyer who is or may 
become eligible to receive a benefit of any type firom an enqiloyee benefit plan. Because the health and 
pension programs under Taft-Hartley and ERISA would be destroyed, not only would the cootractors 
suffer from the loss, but millioiis of Americans wouM lose their health care and pension programs. This 
nation has spent significant resources attempting to develop heahh care plans that protect the workers and 
their families regardless of place of enqiloyment 1 do not understand the wisdom of this destruction. My 
only guess is that it is an unintended, unanticipated re^t of an attempt to help small business. 

This issue is so important that the Medianical Contractors Assoclaiion of America, the largest 
mechanical contractor's association in the United States represcfiling ajqrroxiinalely 1.800 conuaclors, 
has deemed the defeat of this legislation as its #1 legi^ative priority. 

On behalf of small business contractors and hundreds of thousands of skilled crafts people and their 
families, I urgently and respectfully request that an amendment be adopted exempting the construction 
indusu^ ftom this legislation. 

I thank you for your dedicated attention to this most serious matter. 
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Chairman Johnson. Thank you very much, Mr. Budzinski. You 
pointed out some impacts that we would share your concern about. 
We will look at that very carefully. 

Mr. Kane. 

STATEMENT OF RAYMOND PETER KANE, PRESIDENT, PISA 
BROTHERS TRAVEL SERVICE, NEW YORK, NEW YORK 

Mr. Kane. Madam Chairman, it is an honor and a privilege for 
me to appear before the House Ways and Means Subcommittee on 
Oversight today. I applaud the Subcommittee’s efforts for holding 
this hearing, and I ask that my full statement be made part of the 
Subcommittee hearing record. 

I am pleased to have the opportunity to comment on the inde- 
pendent contractor issue and the two bills before the Subcommit- 
tee. This legislation would have a positive impact on the thousands 
of travel agency owners across this country. 

My name is Raymond Peter Kane. The name of my travel agency 
is Pisa Brothers Travel Service, which is located in New York City 
and was founded in 1924. I have owned and managed the agency 
since 1962. I also come before the Subcommittee today as a long- 
standing member of ASTA, American Society of Travel Agents. 
ASTA is the world’s largest and most influential travel trade asso- 
ciation with over 28,000 members 

Chairman Johnson. Excuse me. It would be helpful if you could 
pull your microphone slightly closer. 

Mr. Kane. ASTA is the world’s largest and most influential trade 
association, with over 28,000 members in 168 countries. 

Our members in the United States represent some 13,000 travel 
agency locations. Sixty percent of the agencies are owned by 
women, many of whom started as independent contractors, which 
enabled them to have their own businesses and accumulate the 
capital necessary to own an appointed travel agency. Eighty per- 
cent of travel agency employees are women. Ninety percent of our 
members employ less than 10 people. 

A majority of the travel agencies in the United States utilize the 
services of independent contractors. Over the years, agents have re- 
ceived mixed decisions from Federal and State tax auditors as to 
the status of their independent contractors. Since we are clearly 
small business men and women, we have had little or no recourse 
to challenge those audits. / 

In the seventies, in accordance with a widespread industry prac- 
tice, Pisa Brothers began renting space to independent contractors 
in exchange for a percentage of the commissions that they earned 
from the travel bookings of their clients. This enabled these entre- 
preneurs to set themselves up in business without a large capital 
investment and enhance the earnings of my travel agency. During 
all of this time, we have scrupulously issued 1099s, reporting all 
income of the independent contractors to the Internal Revenue 
Service, and have abided by every one of the 20 guidelines that the 
IRS issued. 

Pisa Brothers offers three different contracts to independent con- 
tractors. They are as follows: One, if a contractor wants Pisa Broth- 
ers to book and process reservations for the contractor’s clients. 
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Pisa Brothers charges 70 percent of the commissions earned by 
those transactions. 

Two, if a contractor wants to make reservations for his or her 
own clients and have Pisa Brothers process the reservations, then 
Pisa Brothers charges 50 percent of the commissions earned by 
those transactions. 

Three, if a contractor wants to rent a desk on Pisa Brothers 
premises, book and process his or her own client reservations, then 
Pisa Brothers charges either 40, 35, or 30 percent of the commis- 
sions earned by those transactions, depending on volume. 

In August 1991, I received a notice from the IRS that they want- 
ed to conduct an income tax audit for the fiscal year 1989. This 
audit took place over a period of several months and resulted in a 
finding on February 18, 1992, of no change, which, as you know, 
means that the auditor found nothing wrong. 

During this 6 months that the IRS auditor was in my office, the 
contracts between my agency and independent contractors were 
carefully scrutinized and found to be in compliance with the IRS 
regulations regarding independent contractors as indicated by the 
no change finding. 

Two years later, with no change in the IRS rules and no change 
in my contracts with the independent contractors, the IRS has de- 
cided that these same independent contractors were not independ- 
ent contractors all along and were always employees. For the years 
1992, 1993, and 1994, the IRS is demanding $274,000 in taxes and 
penalties. 

IRS denied the section 530 coverage because they said I did not 
meet the consistency requirement. The IRS chose to ignore the fact 
that the house agents handled only house accounts, and independ- 
ent contractors handled only their own accounts. 

In other industries they have recognized that people with the 
same titles can perform completely different duties and can be 
independent contractors, but in the travel industry, in my case, 
they are choosing to completely ignore this by stating that all trav- 
el agents must be employees. How can you defend yourself against 
actions like this when the findings of the IRS on such an important 
matter can vary from one individual IRS agent to another? 

In my industry, independent contractors are the most productive 
people. They are typical of small business people who will go to any 
len^hs to satisfy their customers to build their following because 
this is their livelihood. Actually, the IRS probably collects more tax 
revenue due to the existence of these private contractors than if the 
same people were regular employees doing a routine job without 
the incentives that come from private ownership of their own 
business. 

There is also a moral question here. These people have the right 
to be independent contractors. The IRS wants to deny them this 
right, not because they are not paying their taxes, but because it 
is easier for the IRS to monitor their payments as employees. If the 
IRS has a compliance problem collecting taxes from independent 
contractors, it should deal with this problem on its own merits and 
not try to change it to a classification problem in order to deny 
these people their right to be entrepreneurs simply for the conven- 
ience of the Internal Revenue Service. 
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In light of the recent actions taken by the major air carriers to 
cap travel agent commissions, this effort to simplify the definition 
of an independent contractor will be vital to us as more and more 
travel agencies look toward independent contractors to develop 
additional sources of revenue. 

In conclusion, I hope you will support Congressman 
Christensen’s bill, H.R. 1972. In my opinion, it is drafted in such 
a way as to provide the best protection for independent contractors. 
It clearly states the criteria that must be met to be classified as 
an independent contractor. This is so important if we are to remove 
the current confusion in the marketplace. 

Thank you. I would be delighted to answer any questions you or 
the Subcommittee Members may have at this time. 

[The prepared statement follows:] 
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STATEMENT OF 
RAYMOND PETER KANE 
OF PISA BROTHERS TRAVEL SERVICE 

Madam Chairman, it is an honor and a privilege for me to appear before the House Ways 
and Means Subcommittee on Oversight today. I applaud the subcommittee’s efforts for holding 
this hearing and ask that my full statement be made part of the committee hearing record. I am 
pleased to have the opportunity to comment on the independent contractor issue and the two bills 
before the Subcommittee. This legislation would have a positive impact on the thousands of 
travel agency owners across this country. 

My name is Raymond Peter Kane. The name of my travel agency is Pisa Brothers Travel 
Service which is locat^ in New York City and was founded in 1924. I have owned and 
managed the agency since 1962. I also come before the Subcommittee today as a long-standing 
member of the American Society of Travel Agents (ASTA). 

ASTA is the world's largest and most influential travel trade association with over 28,000 
members in 168 countries. Our members in theU.S. represent some 13,000 travel agency 
locations. Sixty percent of the agencies are owned by women, many of whom started as 
independent contractors which enabled them to have their own businesses and accumulate the 
capital necessary to own an appointed travel agency. Eighty percent of travel agency employees 
are women. Ninety percent of our members employ ten or less people. A majority of the travel 
agencies in the United States utilize the services of independent contractors. Over the years, 
agents have received mixed decisions from federal and slate tax auditors as to the status of their 
independent contractors. Since we are clearly small businessmen and women, we have had little 
or no recourse to challenge those audits. 

In the 1970's, in accordance with a widespread industry practice, Pisa Brothers began 
renting space to independent contractors in exchange for a percentage of the commissions that 
they earned from the travel bookings of their clients. This enabled these entrepreneurs to set 
themselves up in business without a large capital investment and enhanced the earnings of my 
travel agency. During all of this time, we have scrupulously issued 1099’s, reporting ail income 
of the independent contractors to the Internal Revenue Service, and have abided by every one of 
the twenty guidelines that the IRS issued. 

Pisa Brothers offers three different contracts to independent contractors. They are as 
follows: 

1 ) If a contractor wants Pisa Brothers to book and process reservations for the 
contractor’s clients, Pisa Brothers charges 70 percent of the commissions earned 
by those transactions. 

2) If a contractor wants to make reservations for his/her own clients and have Pisa 
Brothers process those reservations, then Pisa Brothers charges 50 percent of the 
commissions earned by those transactions. 

3) If a contractor wants to rent a desk on Pisa Brothers premises, book and process 
his/her own client reservations, then Pisa Brothers charges either 40, 35 or 30 
percent of the commissions earned by those transactions, depending on volume. 

In August 1991, 1 received a notice from the IRS that they wanted to conduct an audit for 
the fiscal year 1 989. This audit took place over a period of several months and resulted in a 
finding on February 18, 1992 of "no change," which, as you know, means that the auditor found 
nothing wrong. 

During the six months that the IRS auditor was in my office, the contracts between my 
agency and independent contractors were carefully scrutinized and found to be in compliance 
with the IRS regulations regarding independent contractors, as indicated by the "no change" 
finding. 

Two years later, with no change in the IRS rules and no change in my contracts with the 
independent contractors, the IRS has decided that these same independent contractors were really 
not independent contractors all along and were always employees. For the years 1992, 1993 and 
1994, the IRS is demanding $274,000 in penalties. 
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The IRS denied the Section 530 coverage because I did not meet the consistency 
requirement. The IRS chose to ignore the fact that the house agents handle only house accounts 
and independent contractors handle only their own accounts. In other industries they have 
recognized that people with the same titles can perform completely different duties and can be 
independent contractors, but in the travel industry, in my case, they are choosing to completely 
ignore this by staling that all travel agents must be employees. 

How can you defend yourself against actions like this when the findings of the IRS on 
such an important matter can vary from one individual IRS agent to another? 

In my industry, independent contractors are the most productive people. They are typical 
of small business people who will go to any lengths to satisfy their customers to build their 
"following" because this is their livelihood. Actually, the IRS probably collects more tax 
revenue, due to the existence of these private contractors, than if the same people were regular 
employees doing a routine job without the incentives that come from private ownership of their 
own business. 

There is also a moral question here. These people have the right to be independent 
contractors. The IRS wants to deny them this right, not because they are not paying their taxes, 
but because it is easier for the IRS to monitor their payments as employees. If the IRS has a 
compliance problem collecting taxes from independent contractors, it should deal with this 
problem on its own merits and not try to change it to a classification problem in order to deny 
these people their right to be entrepreneurs, simply for the convenience of the Internal Revenue 
Service. 

In light of the recent actions taken by the major air carriers to cap travel agent 
commissions, this effort to simplify the definition of an independent contractor will be vital to us 
as more and more travel agency owners look toward independent contractors to develop 
additional sources of revenue. 

In conclusion, I hope you will support Congressman Christensen's bill, H.R. 1972, In my 
opinion, it is drafted in such a way as to provide the best protection for independent contractors. 
It clearly states the criteria that must be met to be classified as an independent contractor. This is 
so important if we are to remove the current confusion in the market place. 

Thank you. I would be delighted to answer any questions you or the Subcommittee 
members may have at this time. 
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Chairman Johnson. Thank you, Mr. Kane, for your testimony. 

Ms. Kelley. 

STATEMENT OF 1\URADAY KELLEY, PRESIDENT, 

ASSOCIATION OF RETAIL TRAVEL AGENTS, AND VICE 

CHAIRMAN, COALITION FOR TRAVEL INDUSTRY PROFIT- 
ABILITY, HARRISBURG, PENNSYLVANIA 

Ms. Kelley. Thank you. Madam Chairman. Thank you Members 
of the Subcommittee. 

On behalf of the Nation’s travel agents, travel agencies, and all 
other service providers and recipients in the travel industry, I ap- 
preciate the opportunity to appear before you today to testify on 
the issue of IRS treatment of independent contractors. I ask that 
my full statement be made part of the Subcommittee hearing 
record. 

My name is Lauraday Kelley and I am vice chairman of the 
Coalition of Travel Industry Profitability and president of ARTA, 
the Association of Retail TVavel Agents. The Coalition for Travel 
Industry Profitability is a proactive travel industry ^oup that was 
formed in January 1995 by 23 major travel cooperatives represent- 
ing over 23,000 travel agencies and their agents, a significant per- 
centage of whom are independent contractors. 

ARTA, which is part of CTIP, represents 3,500 travel agents 
around the United States. I am delighted to appear today with 
some of my industry colleagues to share our views with Congress 
on why we must work together to protect the rights of the inde- 
pendent contractors, as well as the rights of the service recipients. 

Madam Chairman, I can tell you and the other Members of the 
Subcommittee that without a doubt, the issue of the IRS treatment 
of independent contractors is one of the most important issues af- 
fecting our industry today. 

As you know, travel agents have never received consistent opin- 
ions from either Federal or State revenue collectors as to their 
independent contractor status. Typically, the arcane, 20-factor test 
combined with a broad and arbitrary interpretation of the safe har- 
bor provision of section 530 of the Code have placed an incredible 
hardship on businessmen and women. 

Travel agencies are typically small business and predominantly 
women-owned. When a call comes from the IRS, they cannot turn 
to their team of in-house attorneys for advice and counsel. Regard- 
less of whether they are right or wrong, very few travel agents 
have the financial wherewithal to challenge the IRS. 

This morning, I would like to focus my remarks specifically on 
a situation that travel agents and travel agencies face today. Time 
limitations do not allow me to tell you about the hundreds of horror 
stories I have heard from my members. However, I would like to 
tell the Subcommittee of one particular erroneous episode which 
represents the experience of many. 

Compass Point Travel in Mountain View, California, is a small 
agency who since the 1980s, has employed both full-time agents 
and a number of independent contractors. These independent con- 
tractors have a signed contract with the agency. 

The owner of the agency is extremely knowledgeable in the rules 
and requirements of the IRS independent contractors. In fact, she 
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participated in a debate on the feasibility of independent contrac- 
tors in the travel industry for which she did extensive research on 
the subject. 

In the fall of 1986, Compass Point Travel was audited by the 
State of California, after months of discovery, legal fees and lost 
revenue. Compass Point Travel won their case. The State appealed, 
but Compass Point Travel again beat them on appeal. 

Then, one year ago, to the owners’ amazement. Compass Point 
Travel received notification that they were now being audited by 
the United States Internal Revenue Service. The grueling exercise 
began all over again. 

Again, after months of enduring the IRS audits, the IRS at- 
tempts at intimidation, more legal fees and more lost revenues. 
Compass Point Travel was advised they did not owe the IRS. All 
the while. Compass Point Travel was never actually advised that 
they were either in violation or not in violation of the current IRS 
code. As of today, they still have not been advised. 

Madam Chairman, although Compass Point Travel had a posi- 
tive decision, the expense, time and aggravation experienced clear- 
ly demonstrates the untenable situation for travel agencies and 
travel agency owners. On both the State and Federal level, there 
is no clear interpretation of the law as it relates to independent 
contractors. 

Indeed, the current independent contractor law is so va^e, it lit- 
erally leaves the interpretation up to the whims of the individual 
auditor, which can only invite the type of horror stories I relayed 
to the Committee today, and I hear on a daily basis. 

Travel agents are typically the smallest of the small service re- 
cipients. Our independent contractors are extremely vulnerable. 
The IRS clearly has an emphasis on “they are small, scare them, 
and they will pay” attitude. 

America was built by small entrepreneurs, and in the travel 
agency community, there are more than 425,000 sellers of travel. 
These people cannot and should not be forced to classify themselves 
as employees, particularly when the trend today is toward home- 
based businesses. Nor can these small business employers who 
work on a very small profit margin afibrd to reclassify their inde- 
pendent contractors as employees. For many, such a decision will 
push them into bankruptcy. 

For countless numbers of travel agencies that have experienced 
independent contractor issues with the IRS, the Coalition for 
Travel Industry Profitability strongly endorses Congressman 
Christensen’s bill, H.R. 1972. I might also add, we were delighted 
that Congressman Christensen agreed to support report language 
that removes any possible interpretive ambiguity on the part of the 
IRS and will help ensure the IRS will follow the letter and spirit 
of H.R. 1972. 

Specifically, the report language makes it unmistakenly clear 
that although all three tests in the bill must be met to be consid- 
ered an independent contractor, only one or more of the conditions 
within each test is needed to comply. For example, if a travel agen- 
cy meets the requirement that its independent contractors rent 
space at a fair market value as provided in subsection (c)( 1)(C), the 
agent need not have to comply with subsection (c)(2)(A), which pro- 
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Mbits the service provider from performing the services exclusively 
for the service recipient. Due to the nature of the travel agency 
business, travel agencies have exclusivity contracts with their 
agents. Although H.R. 1972’s language may seem legally straight- 
forward, past experience with the IRS leaves us to believe that ad- 
ditional assurances are certainly necessary. 

I have included a copy of the recommended report language in 
my testimony. I urge all Members of the Subcommittee to support 
this important language. 

Madam Chairman, tMs concludes my remarks, and I thank you 
for the opportunity to be able to share my thoughts with you today. 

I am happy to answer any of your questions. 

[The prepared statement and attachment follow:] 
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STATEMENT OF UURADAY KELLEY 
OF 

COALITION FOR TRAVEL INDUSTRY PROFITABILITY 
AND 

ASSOaATlON OF RETAIL TRAVEL AGENTS 


Thank you Chairman Johnson and Members of the Subcommittee. 

On behalf of the nation’s travel agents, travel agencies and all the other 
service providers and recipients in the travel industry, 1 appreciate the 
opportunity to ^pear before you today to testily on the issue of IRS 
treatment of independent contractors. I ask that my full statement be made 
part of the Committee hearing record. My name is Lauraday Kelley and I 
am the Vice Chairman of the Coalition for Travel Industry Profitability 
(CTIP) and President of the Association of Retail Travel Agents (ART A). 

The Coalition for Travel Industry Profitability is a proactive travel 
industry group that was formed in January of 1995 by 23 major travel 
cooperatives representing over 23,000 travel agencies and their agents, a 
significant percentage of whom are independent contractors. ART A, which 
is part of CTIP, represents 3,500 travel agents around the U.S. I am 
delighted to appear today with some of my industry colleagues to share our 
views with Congress on why we must work together to protect the rights of 
the independent contractors as well as the rights of the service recipients. 
Madam Chairman, I can tell you and the other Members of the 
Subcommittee that, without a doubt, the issue of the IRS treatment of 
independent contractors is one of the most important issues affecting our 
industry today. 

As you know, travel agents have never received consistent opinions 
fi-om either federal or state revenue collectors as to their independent 
contractor status. Typically, the arcane 20-factor test, combined with a 
broad and arbitrary interpretation of the Safe Harbor provisions in Section 
530 of the code have placed an incredible hardship on businessmen and 
women. Travel agencies are typically small businesses and predominantly 
women-owned. When a call comes fi-om the IRS, they can’t turn to their 
team of in-house lawyers for advice and counsel. Regardless of whether 
they are right or wrong, very few travel agents have the financial 
wherewithal to challenge the IRS. 

This morning, I would like to focus my remarks specifically on the 
situation that travel agents and travel agencies face today. Time limitations 
today do not allow me to tell you about the hundreds of horror stories I have 
heard from my members. However, I would like to tell the Committee of 
one particularly onerous episode which represents the experiences of many. 

Compass Point Travel in Mountain View, California, is a small 
agency who, since the early 1980’s, employed both full time travel agents 
and a number of independent contractors. These independent contractors 
have a signed contract with the agency. The owner of the agency is 
extremely knowledgeable in the rules and requirements of the IRS for 
independent contractors. In fact, she participated in a debate on the 
feasibility of independent contractors in the travel industry for which she 
did extensive research on the subject. In the fall of 1986, Compass Point 
Travel was audited by the State of California. After months of discovery, 
legal fees mid loss of revenue. Compass Point Travel won their case. The 
state appealed, but Compass Point again beat them on appeal. 
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Then, one year ago, to the owners’ amazement. Compass Point Travel 
received notification that they were now being audited by the U.S. Internal 
Revenue Service. The grueling exercise began all over again. Again, after 
months of enduring the IRS audit, the IRS’s attempts at intimidation, more 
legal fees and lost revenue. Compass Travel was advised that they did not 
owe the IRS. All the while. Compass Travel was never actually advised 
that they were either in violation or not in violation of the current IRS code. 

Madam Chairman, although Compass Travel had a positive decision, 
the expense, time, and aggravation experienced clearly demonstrates the 
untenable situation for travel agents and travel agencies. On both the state 
and federal level, there is no clear interpretation of the law as it relates to 
independent contractors. Indeed, the current independent contractor law is 
so vague, it literally leaves the interpretation up to the whims of the 
individual auditor, which can only invite the type of horror stories I relayed 
to the Cormnittee today, and I hear on a daily basis. 

Travel agents are typically the smallest of the small service recipients. 
Our independent contractors are extremely vulnerable. The IRS clearly has 
an emphasis on a “they’re small, scare them and they’ll pay” attitude. 
America was built by small entrepreneurs, and in the travel agency 
community there are more than 425,000 sellers of travel. These people 
cannot and should not be forced to classify themselves as employees, 
particularly when the trend today is toward home-based businesses. Nor 
can these small business employers, who work on a very slim profit margin, 
afford to reclassify their independent contractors as employees. For many, 
such a decision will push them into bankruptcy. 

For the countless number of travel agencies that have experienced 
independent contractor issue with the IRS, the Coalition for Travel Industry 
Profitability strongly endorses Congressman Christensen’s bill, HR 1972. 1 
might also add that we were delighted that Congressman Christensen agreed 
to support report language that removes any possible interpretive ambiguity 
on the part of the IRS and will help ensure that the IRS will follow the letter 
and spirit of HR 1972. 

Specifically, the report language makes it unmistakably clear that 
although all three tests in the bill must be met to be considered an 
independent contractor, only one or more of the conditions within each test 
is needed to comply. For example, if a travel agency meets the requirement 
that its independent contractors rent space at a fair market value, as 
provided in subsection (c) (1) (C), the agency need not have to comply with 
subsection (c) (2) (A), which prohibits the service provider from performing 
the services exclusively for the service recipient. As you may know, most 
travel agencies have exclusivity contracts with their agents. Although HR 
1972 language may seem legally straight forward, past experience with the 
IRS leads us to believe that additional assurances are necessary. 

I have included a copy of the recommended report language in my 
testimony. I urge all memhers of the Committee to support this important 
language. 

Madam Chairman, this concludes my remarks. Thank you for the 
opportunity to be able to share my thoughts and experiences. I will be 
happy to answer any questions fi-om the Committee. 
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Report Language Clarifying the Treatment of Travel Agents under 
The bidepcndent Contractor Tax Simplification Act of 1996. 

HR 1972 

The Connnittee wishes to emphasize that the requirements of subsection (c) will be 
met ifmy one ofthe three Actors are present Therefore, a serwce provider wiD be 
classified as an independent contractor under foe bill even though foe service provider is 
required to perform service exclusively for foe service rec^isit, ifi for exanqrle, foe 
service provider pays a Air market rent for use of foe service redpient’s place of burner 
and otherwise meets foe requirements of subsectiims (b) and (d). As a result, foe bin wifi 
cause workers who may worit fitD-time for a particular smvice tec^ient to be cAsafied as 
an mdependent contractor. For example, ahhou^ travd agents typically work out of foe 
travel agency’s office and ate required to sign exclusivity agreements with these travel 
agencies, they often pay Air market rents. However, tzavd agents perfinm a personal 
service fiom which they develop a cfient base and ate compensated by commissiott income 
derived fiom third patties Therefore, travel agents, who may have an exchisrve 
agreement with a particular service recqrient, are not controDed by the service recipient 
because of foe highly personal nature of foe services petfontaed. 
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Chairman Johnson. I thank the panel for your testimony this 
morning. It is very helpful to have your experience as we approach 
the responsibility to clarify the independent contractor law. 

Thaii you, Mr. Budzinski, for your comments to raise concerns 
about possible impacts that we may otherwise not be aware of. 

Dr. Meek, your experience has a unique significance because 
your experience is applied to school Astricts throughout the 
Nation. It will divert a very significant number of educational dol- 
lars from our children. 

It is also true that the need for specialized transportation serv- 
ices in communities is increasing and independent bus contractors 
are one of the few sources that many communities have to meet the 
intermittent transportation needs of special populations. So, it 
would be a loss to society for all those buses to be owned by the 
school department, as well as create costs and problems for school 
systems. 

Are there any liability problems in the current relationship you 
have with your bus drivers? 

As you point out, there are approximately 13,000 bus districts 
across the country. I believe the vast majority of them have the 
contractual arrangements I described with Talbot County, 
Maryland. Although, there are a few States that do have all of 
their drivers as employees on a statewide basis. 

I agree with your assessment. I think the contractor arrange- 
ment provides for greater flexibility. Many of these contractors in 
fact operate these buses as family operations and have other jobs 
that they also do, including farming and other kinds of businesses. 

The 40-year experience in Talbot County suggests that there are 
no liability issues that would significantly deter my recommenda- 
tion to you to continue to see bus contractors operate in the man- 
ner in which they have successfully operated for 40 years or more. 

Mr. Matsui. 

Mr. Matsui. Thank you. 

Mr. Bryan, again, you raised some very important issues, then 
you outline the bill that Mr. Christensen introduced, H.R. 1972. Ac- 
tually, you have the right inte^retation of it; you raise the three 
points, and you have the conditions in the disjunctive. 

I guess my concern is if, in fact, the Christensen bill as it is writ- 
ten, passes, we would not even have to talk about independent con- 
tractors, because you can almost have any emplojment relationship 
be an independent contractor relationship. So, I am assuming you 
are flexible in the sense that the legislation will be modified and 
you expect it to be modified if in fact we do do something legisla- 
tively in this area; is that correct? Or is this the position that you 
feel that there only should be three criteria, and there should be 
only one condition out of those three criteria, and, therefore, you 
basically change a lot of employment relationships. 

Will you explain to me? You raise a specific issue that I think 
is legitimate. 

Mr. Bryan. I was invited here, Mr. Matsui, to basically tell my 
personal experience. I am an expert only in my industry. I do not 
profess to toow everything about every other industry this might 
affect. I said in my testimony I think this bill is a good start, we 
all are familiar with the expression “if it ain’t broke, don’t fix it.” 
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I think in this case, the existing policies as written “are broke.” So, 
they need to be fixed. 

I am not sure that H.R. 1972 is the perfect answer, but I am in 
favor of a movement toward a little more free economy or free mar- 
ket system in this aspect. 

I think the key point in Mr. Christensen’s bill is the contract 
says an awful lot. That is the third requirement and most impor- 
tant qualification in my mind. I think that the independent con- 
tractor status is a stepping stone from being an employee to being 
a full-fledged larger businessowner. You need that stepping stone. 

In our industry the first step from an installer, who is employed 
by someone directly and gets all his tools furnished to him, is, he 
goes out and buys his own truck and tools and prints some busi- 
ness cards, and in our case, he gets a State contract license and 
sets himself up as a contractor. Then he becomes a businessman. 
I see nothing wrong with allowing him to do that. 

Mr. Matsui. Let me say this. For all of the people here today, 
if in fact the intent is to try to deal with problems you have 
described and the last panel described, I am with you. I think we 
need to deal with these issues. There is a lot of ambiguity in the 
law, and certainly the Internal Revenue Service can interpret it 
any way they want, and there is so much leeway that it creates tre- 
mendous dangers for all of you. 

I think the gentleman who dealt with the cable industry on the 
last panel, all of you have raised some legitimate issues. 

But if your intent is to support 1972, which basically would make 
major changes in the relationship between employer-employee, to 
the point where my interpretation about this airline employee 
would in fact be possible, then you lose me. Then I am not inter- 
ested in working with any of you, because basically it is an attempt 
to try to make sure that you bring these people on and you disturb 
the emplo 3 mient relationship so benefits do not have to be paid, like 
pension benefits, health care benefits, minimum wages and things 
of that nature. That is not what you are talking about. 

I would just urge all of you to be careful about what you are sup- 
porting, because this latter bill, 1972, would have that latter im- 
pact. So, we want to help with your problems, because I think you 
raise legitimate issues. 

Mr. Meek, for example, that is a very tough issue. I think you 
started with these people as independent contractors over the 
years, 40 years, whatever it may happen to be, very legitimate, and 
then now you have a situation where some of these folks have their 
own buses and some do not. The Service is trying to interpret your 
entire operation. I think you have a very legitimate concern there. 

I wouldn’t want to get into the factual details as to whether it 
should be an employment relationship or an independent contrac- 
tor relationship, because obviously there are a lot of facts. But you 
cannot be left in a situation where all of a sudden they are trying 
to get a couple hundred thousand dollars from a school district that 
probably is basically making it now. The same applies to all of you. 

But those issues should be addressed. We have an obligation to 
address them. But I can guarantee you that some of us will not be 
particularly interested in attempting to find legislation that would 
allow emplo 5 Tnent relationships, employers particularly, with the 



98 


downsizing going on in this country and the insecurity of the aver- 
age employee, to all of a sudden find themselves in a position 
where they are loosing valuable benefits like health care and pen- 
sion benefits. 

Under Mr. Christensen’s bill, you can make a lot of cases where 
currently traditional employment relationships, that you would all 
agree to, all of a sudden could become independent contractor rela- 
tionships. So, I just urge you to read the legislation before you en- 
dorse this bill, because it does have some significant concerns. 

Ms. Kelley. Mr. Matsui, I have two things: One, I agree with 
what you are saying, but in view of all the downsizing that has 
taken place in this country today, there are thousands and thou- 
sands of people out of work, looking for employment. These people 
have become small entrepreneurs and many have become inde- 
pendent contractors and have hired themselves or contracted with 
other independent coptractors. So, it is another end of the industry 
that is developing, and particularly with the emphasis on home- 
based businesses and two family members working, it has become 
a given that it is easier for two members of a family, at least one 
of them work out of their home. That becomes an independent 
contractor situation. 

Mr. Matsui. I agree with you. I think we need to try to address 
those issues, but we need to make sure there is a balance as well. 
All of us agree on that goal. 

Ms. Kelley. One other point. When we are talking about the 
problem that lies with the IRS not understanding, and not execut- 
ing their duties properly, well, is it far easier to teach the current 
IRS personnel behavior modification, or to understand very thor- 
oughly three rules with subtitles, as opposed to the 20-point test 
we have now? That is my only other comment. 

Mr. Matsui. Let me just address that. I know we want to end 
this panel, but the problem with these three rules, these tests here, 
is the fact that all you need to do is pick one out of the five condi- 
tions under the first criteria, one out of the four, and then obvi- 
ously a written contract. 

The danger you face there is you can almost make anybody an 
independent contractor in this kind of interpretation. That is where 
you have to be careful. Because you have some businesses exploit 
the work force, because obviously the big issue, we all know this, 
the big issue in terms of labor negotiations now are health care 
benefits, pension benefits, non-wage benefit issues. And we do not 
want to put a camel’s nose under the tent where all of a sudden 
you are going to have a lot of people, more people than there are 
today, without these kinds of benefits. 

I am just trying to assure everyone that I wanted to work with 
the specific issues and try to gain greater certainty in the relation- 
ship. But I will not participate if this is an attempt to try to de- 
stroy the emplo 5 mient relationship under current traditional 
employer-employee relationships now, to try to take away the bene- 
fits that many people are receiving. 

Mr. Bryan. Mr. Matsui, I think I can help you out a little with 
the analogy you used with the airline pilot. I do not propose to an- 
swer how Congressman Christensen would answer. But that air- 
plane is an extension of that business’s place of work. I clearly 
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think that he would have a tough time holding that job as an inde- 
pendent contractor, even under the restrictions of Congressman 
Christensen’s bill. 

But I am in agreement with you, in that I think we all see this 
as a start. I am looking for some consistency and some clear-cut 
definition. I think that is the message that is coming across here. 
Because what holds me back in my business is I have to make a 
decision; do I have an entire work force of just independent con- 
tractors, or do I have an entire work force of employees? It makes 
it very difficult in our industry. If you dare mix the two on the 
same premises or in the same business, you are inviting disaster. 

The only reason we prevailed in the end is because we stayed 
strict to a specific program for 12 years. I still had a battle. But 
if you would allow a business through this bill or one very similar 
to at least have clear-cut guidelines as to who is an employee and 
who isn’t, and then have it well-defined by a contract between the 
businessowner and the independent contractor, I do not think you 
would have a problem. 

The real problem is with collection of revenue, I see the argu- 
ment against this bill, but I think the real problem with collection 
of revenue is that you would actually receive more revenue, be- 
cause in my industry the decision faced by the less scrupulous busi- 
nessmen is do I completely ignore the law and run the risk of an 
audit and run and hide if it ever happens, or do I become a legiti- 
mate businessman and grow my business the right way and follow 
the law? 

Too many people stay below that radar screen, and it causes 
headaches for us, it creates a lot of problems in the industry, and 
if a businessman could be faced with a clear-cut set of rules that 
he could grow his business under, I think you would have our in- 
dustry flourishing and probably many others, and good legitimate 
use of legitimate subcontractors that are paying their taxes. 

I would like to see the Congress concentrate more on compliance 
and maybe tracking the revenue movement. If the IRS was serious 
about solving the underground economy problem, they wouldn’t 
allow these check-cashing stands on every comer, that if you cash 
a check for under $10,000, there is no microfilm trail. This is what 
allows bandit dealers in my industry to cause us havoc. The IRS 
will not go after them because they know there is no paper trail 
to collect revenue. 

Mr. Matsui. I thank you. 

Mr. Bryan. I didn’t see the red light go on. 

Chairman JOHNSON. I thank the panel for your testimony here 
this morning. I think you will remember that Congressman 
Christensen in his testimony made the point that the IRS ought to 
be neutral in regard to these relationships; that people ought to 
have the - right to be an independent contractor, but we shouldn’t 
prejudice the benefits so that employers are encouraged to move 
employees into an independent status against their interests and 
against their will. 
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So, we do want a balanced law. You have brought forward some 
veiy serious problems and given us vivid examples of how the cur- 
rent law is not working and have raised very significant questions 
that need to be addressed in this session, and we will be working 
to achieve that goal. 

Thank you very much. 

[Whereupon, at 12:12 p.m., the hearing was adjourned, to recon- 
vene on Thursday, June 20, 1996, at 10:38 a.m.] 



EMPLOYMENT CLASSIFICATION ISSUES 


THURSDAY, JUNE 20, 1996 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Oversight, 

Washington, DC. 

The Subcommittee met, pursuant to call, at 10:38 a.m., in room 
1100, Longworth House Office Building, Hon. Nancy L. Johnson 
(Chairman of the Subcommittee) presiding. 

Chairman Johnson. The hearing will come to order. 

Today the Subcommittee will continue its examination of issues 
relating to the classification of workers as employees or independ- 
ent contractors for Federal tax purposes. 

For over two decades. Congress, the administration, and the 
Nation’s employers and workers have struggled to make sense of 
the ambiguities and complexities in the common law 20-factor test 
governing the status of workers. I would hazard that probably no 
other area of the law has remained so unclear for so long. 

The Congress believes that it is appropriate to provide interim 
relief for taxpayers who are involved in employment tax status con- 
troversies with the IRS and who potentially face large assessments 
as a result of the Service’s proposed reclassification of workers 
until the Congress has adequate time to resolve the many complex 
issues involved in this area. 

This is a sentence from the explanation of provisions in the 
Revenue Act of 1978 establishing the section 530 safe harbor. Who 
would have dreamed we would still be trying to resolve those many 
complex issues today? 

The primary impetus for our hearing is to address the concerns 
being expressed by small businesses across the Nation that the 
IRS’ efforts to reclassify workers is causing hardship. 

In 1988, the IRS established its ETEP, Employment Tax 
Examination Program which target small businesses with assets of 
$3 million or less for audits on the classification of their workers. 
Since 1988, IRS has conducted over 13,000 ETEP audits, rec- 
ommending over $830 million in taxes and reclassifying 527,000 
workers. It is little wonder that the call for a bright-line objective 
test to distinguish between employees and independent contractors 
was ranked as the number one legislative priority in last year’s 
White House Conference on Small Business. 

In our continuing quest to find that line, the Subcommittee will 
hear today from the Treasury Department, the IRS, the GAO, tax 
practitioners, and witnesses from the private sector. 

( 101 ) 
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We want to welcome Don Lubick back to the Ways and Means 
Committee here today, representing the Treasury Department, 
once again after a 16-year absence. 

IRS Commissioner Peggy Richardson is also here to discuss the 
Service’s worker classification initiatives. I want to take this oppor- 
tunity to commend Commissioner Richardson and the IRS for the 
steps the Service has taken under her direction to bring greater 
clarity to this difficult area. 

After participating in the White House Conference on Small 
Business last year. Commissioner Richardson pledged that IRS em- 
ployees would be retrained to better understand and apply the fac- 
tors used to classify workers for tax purposes. Following up on the 
pledge, for the first time ever, IRS published its revised training 
materials for comment. This is a significant and positive first step 
on the IRS’ part and reflects fine leadership by the Commissioner. 

Unfortunately, even the IRS cannot make a silk purse out of a 
sow’s ear, and that is exactly what the common law 20-factor test 
is. I sincerely hope that the Subcommittee’s probe of this issue will 
lead to a renewed commitment to work together on a bipartisan 
basis to forge a lasting solution to this difficult problem. 

Congressman Gilchrest is with us as our first witness, and it is, 
indeed, a pleasure. Congressman, to welcome you to the Ways and 
Means Committee because you are a Member reputed in this body 
for thoughtful and knowledgeable comments, and I look forward to 
your comments on this difficult subject this morning. Welcome. 

Mr. Gilchrest. Thank you very much. Madam Chairman. 

Chairman Johnson. Oh, excuse me. Before we start, I had 
forgotten that I want to yield. 

Mr. Kleczka. Slight procedure. Madam Chairman. 

Chairman JOHNSON. Yes. I want to yield to Mr. Kleczka who is 
filling in as Ranking Member this morning for Mr. Matsui. 

Mr. Kleczka. 

Mr. Kleczka. Thank you. Madam Chairman. 

Congressman Gilchrest, you do not mind waiting a couple of min- 
utes, do you? 

Today is the Oversight Subcommittee’s second hearing on the 
controversies surrounding classification of workers as employees or 
independent contractors. The witnesses scheduled to appear before 
the Subcommittee today will include experts on the issue, as the 
Chairwoman indicated, from the Department of Treasury, Internal 
Revenue Service, the U.S. General Accounting Office, the American 
Bar Association, and the New York State Bar Association. 

All of us look forward to hearing their views on what should and 
should not be done in the area of worker classifications. Particu- 
larly, it is important the record reflect the adverse impact that 
shifting to independent contractor status will have on millions of 
workers who work long and hard each day as an employee. 

As a result of our first hearing on June 4, 1996, I think it would 
be fair to say that something needs to be done in the area of work- 
er classifications. We should continue our discussions on a biparti- 
san basis. 

The proposals currently pending before Congress are much too 
broad and would allow for wholesale reclassifications of workers as 
independent contractors. A legislative solution will not be simple. 
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The business community does not speak with one voice on whether 
or what changes should be made to current law. Something nar- 
rowly targeted should be considered by the Subcommittee in a way 
that balances both the interests of small business and employees. 

And last, before Congress adopts any new worker classification 
rules, the nontax society benefits of employee status should be 
thoroughly explored to ensure that workers do not unintentionally 
lose pensions, health insurance and other fringe benefits, unem- 
ployment compensation, and other worker workplace protections. 

I know we all look forward to receiving the testimony of the IRS 
by Commissioner Richardson. She has done a great job of taking 
the bull by the horns and implementing several very positive initia- 
tives to deal with the controversy of worker classifications. 

She, like all of us, recognizes that the IRS’ handling of employ- 
ment tax audits has serious problems and as a result has initiated 
important administrative reforms such as the new audit training 
manual, more auditor training, the Multi-Tiered Settlement Offer 
Program, and an expedited examination appeals process. While 
maybe not perfect, her actions are obviously a step in the right 
direction. 

I want to also welcome the new Assistant Secretary for Tax 
Policy, Mr. Don Lubick, to the Oversight Subcommittee. I should 
note that last week as a part of its markup on the Small Business 
Job Protection Act of 1996, the Senate Finance Committee adopted 
Senator Nickle’s narrow package of amendments to provide several 
clarifications to the application of section 530 relief. 

Ranking Subcommittee Democrat Bob Matsui is not able to be 
here today. However, I know he has talked with many of the wit- 
nesses in advance of the hearing and will provide an opening state- 
ment for the record. Both he and I are very interested in this issue 
and will continue to be active participants in the workings on its 
Subcommittee and on the Full Committee. 

Finally, I am pleased that the Subcommittee’s witness list and 
hearing record will provide a balanced discussion on the issue 
before us. 

Thank you. Madam Chairman. 

Chairman Johnson. Thank you very much. 

And now, Mr. Gilchrest. 

STATEMENT OF HON. WAYNE T. GILCHREST, A REPRESENTA- 
TIVE IN CONGRESS FROM THE STATE OF MARYLAND 

Mr. Gilchrest. Madam Chairman, I do think currently there is 
pending legislation to determine the best uses for sows’ ears in the 
Agriculture Committee. I am not sure how that will turn out, but 
we hope for the best. 

I also would like to recommend for the Interior Committee to 
have these kinds of water pitchers. I think they are very nice. I 
wouldn’t recommend them for Federal courthouses, however. 

Madam Chairman and Members of the Subcommittee, I would 
like to thank you for the Subcommittee’s indulgence. I know that 
the testimony on this for Members was actually on June 4, but I 
was unable to be in Washington at that time. So, I appreciate the 
opportunity to do this. 



104 


I am aware that the Subcommittee has already received testi- 
mony from Dr. Sam Meek, Superintendent of Talbot County 
Schools, and my testimony is meant primarily to add emphasis to 
what he said. 

In Maryland, as in many other States, it is a common practice 
for school boards to contract out their schoolbusing services to self- 
employed individuals. I myself during the course of my college 
years spent 4 years driving a schoolbus, and I can tell you, as I will 
say later in my testimony, there is a very distinct (hfference be- 
tween driving children with special needs and driving children that 
go to regular schools and do not have those special needs. So, I 
wanted to make that point clear early on because the IRS, I think, 
in determining their Tax Code needs to understand that there is 
a very big distinction between the type of training and the type of 
responsibility and the type of things people need to do under those 
circumstances. 

Nearly every school district on the Eastern Shore has operated 
under such an arrangement as independent contractors for many, 
many decades, and everybody over there is very happy with it. 
Recently, however, this contractual arrangement has come under 
scrutiny from the IRS, and that agency has made the determina- 
tion that under the common law test currently used to determine 
contractor status, these schoolbus drivers had to be considered em- 
ployees. This determination has been particularly disruptive for the 
affected counties. 

The IRS is currently assessing several counties for back payroll 
and other taxes, and the school ^stricts are considering several op- 
tions, none particularly desirable, for addressing this problem. The 
most likely response on the part of the school districts is to end 
their contractual relationship with the small business men who 
drive the buses and look for a much larger contractor to provide 
the service. Thereby, you have housewives, retired people, farmers, 
mechanics, and other contractors. This will bear a heavy burden on 
their particular businesses the quality of their life. 

Probably the most puzzling aspect of the IRS action in my opin- 
ion is the complete absence of any public policy goal being served 
here. I realize that there must be some degree of protection against 
the sort of unscrupulous employees who would pressure powerless 
employees to accept contractor status against their will, but the 
Maryland case is the exact opposite. The most vocal critics of the 
IRS action are the bus drivers themselves. 

I realize that independent contractor status can, in some cases, 
have adverse consequences for Federal revenue collection. It is easy 
to recognize that there is a greater potential for tax evasion for an 
independent contractor than for an employee. However, in the ap- 
peals process, it became clear that tax compliance among the 
schoolbus contractors approachers 100 percent. A change in the 
status of these contractors will 3 deld insignificant revenues to the 
Federal Government, but such a change will create hardships for 
the districts. If they are forced to treat the bus drivers as employ- 
ees, they will have to create benefit packages and a full range of 
other issues that the boards of education will have to deal with. It 
will also eliminate dozens of small businesses. 
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Section 530 provides that procurers of contractor services who 
are subsequently determined to be employers can be afforded relief 
if certain standards are met; that they had a reasonable basis for 
believing the contract relationship was appropriate; that they con- 
sistently issued 1099 Forms instead of W-2 Forms; and that they 
had no similar positions filled by employees. 

The IRS denied section 530 relief to these school districts noting 
that the bus drivers for special schools were employees, and as I 
stated a little bit earlier, I find it somewhat astounding that the 
IRS fails to recognize that bus drivers for special schools are actu- 
ally very different than bus drivers for regular schools. They re- 
quire additional training. There are different hours of the day that 
you drive. There is a full range of special necessary responsibilities 
for special schools that you simply do not have for the regular 
public schools. 

H.R. 1972 would solve this problem summarily, creating a new 
and clear parallel standard for defining contractor relationships 
with reasonable protections against abuse. The bill requires sub- 
stantial investment in training or assets, a separate place of busi- 
ness, and an express contractual agreement. One can argue that 
this legislation would be unnecessary had the IRS been more rea- 
sonable in its pursuit of cases like the one I just described. How- 
ever, the zeal with which the IRS seems to pursue these contract 
cases seem to have necessitated legislative action to provide protec- 
tion for contractors and businesses who procure contract services. 

I would, therefore, encourage two actions on the part of the 
Subcommittee. First of all, I would encourage the Subcommittee to 
use all available expediency in reporting H.R. 1972 or similar legis- 
lation to clarify the definition of a contractor, but recognizing the 
difficulty of passing any sort of tax legislation, I would also urge 
the Subcommittee to vigorously exercise its oversight of the IRS in 
the area of the independent contractor issue. 

Once again. Madam Chairman, I appreciate the opportunity to 
testify before your Subcommittee. 

[The prepared statement follows;] 
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STATEMENT OF CONGRESSMAN WAYNE T. GILCHREST 
HOUSE WAYS AND MEANS COMMITTEE 
OVERSIGHT SUBCOMMITTEE 
JUNE 20 , 1996 


Madame Chairman and members of the committee, I would like to 
thank you for the committee's indulgence. I know that member 
testimony on the independent contractor issue was supposed to be 
presented at your June 6 hearing on the subject, a date when I 
was unable to be in Washington. I appreciate the opportunity to 
testify today on H.R. 1972, as well as a matter which has 
significant ramifications for the taxpayers, school districts, 
and children in my district. 

I am aware that the committee has already received testimony from 
Dr. Sam Meek, Superintendent of Talbot County Schools, and my 
testimony is meant primarily to add emphasis to what he said. 

In Maryland, as with other states, it is a common practice for 
school boards to contract out their school -busing services to 
self-employed individuals. Nearly every school district on the 
Eastern Shore has operated under such an arrangement for decades, 
and everyone has been happy with it. Recently, however, this 
contractual arrangement has come under scrutiny from the Internal 
Revenue Service, and that agency has made the determination that 
under the common law test currently used to determine contractor 
status, these school bus drivers had to be considered employees. 

This determination has been particularly disruptive for the 
affected counties. The IRS is currently assessing several 
counties for back payroll and other taxes, and the school 
districts are considering several options, none particularly 
desirable, for addressing this problem. The most likely response 
on the part of the school districts is to end their contractual 
relationship with the small businessmen who drive the buses, and 
look for a larger contractor to provide the service. 

Probably the most puzzling aspect of the IRS' action is the 
complete absence of any public policy goal being served. I 
realize that there must be some degree of protection against the 
sort of unscrupulous employers who would pressure powerless 
employees to accept contractor status against their will. But 
the Maryland case is the exact opposite -- the most vocal critics 
of the IRS's action are the school bus drivers themselves. 

I realize that independent contractor status can, in some cases, 
have adverse consequences for federal revenue collection -- it is 
easy to recognize that there is a greater potential for tax 
evasion for an independent contractor than with an employee. 
However, in the appeals process it came clear that tax compliance 
among the school bus contractors approaches 100%. A change in 
the status of these contractors will not yield significant 
revenues to the federal government. 

But such a change will create hardships for the districts. If 
they are forced to treat the bus drivers as employees, they will 
have to create benefits packages and deal with labor laws. It 
will also eliminate dozens of small businesses. 

Section 530 provides that procurers of contract services who are 
subsequently determined to be employers can be afforded relief if 
certain standards are met -- that they had a reasonable basis for 
believing the contract relationship was appropriate; that they 
consistently issued 1099 forms instead of W-2 forms, and that 
they had no similar positions filled by employees. The IRS 
denied 530 relief to these school districts, noting that the bus 
drivers for the special schools were employees. I find it 
astounding that Che IRS fails to recognize that driving a bus for 
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special schools is vastly different from driving buses for the 
regular schools -- it requires additional training, different 
work rules, etc. Yet the IRS has been unyielding on this point. 

H.R. 1972 would solve this problem summarily, creating a new and 
clear parallel standard for defining contractor relationships 
with reasonable protections against abuse. The bill requires 
substantial investment in training or assets, a separate place of 
business, and an express contractual agreement. One can argue 
that this legislation would be unnecessary had the IRS been more 
reasonable in its pursuit of cases like the one I just described, 
however, the zeal with which the IRS seems to pursue these 
contract cases seems to have necessitated legislative action to 
provide protection for contractors and businesses who procure 
contract services . 

I would therefore encourage two actions on the part of the 
committee. First of all, I would encourage the committee to use 
all available expediency in reporting H.R. 1972 or similar 
legislation to clarify the definition of a contractor. But 
recognizing the difficulty of passing any sort of tax 
legislation, I would also urge the committee to vigorously 
exercise its oversight of the IRS in the area of independent 
contractor issues . 

Once again, I thank the committee for this opportunity to 
testify. 
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Chairman JOHNSON. Thank you very much, Congressman 
Gilchrest. 

We did hear from Superintendent Meek last time. I think this is 
an extremely important issue because it is a perfect example of the 
problems created by the IRS going in and reclassifying people in 
the face of the section 530 language that recognizes longst andin g 
practice. So, this is a very big problem that you point to. 

Second, I think it is interesting, and I think this will be reflected 
in testimony that we hear later on, that among workers who filed 
their 1099 forms, those workers report 97 percent of the amounts 
as income. If the payments were not reported, the reporting aver- 
age falls to 87 percent. So, the problem in this sector is not 
amongst those who report their 1099s from the point of view of tax 
compliance, and yet, for obvious reasons, the IRS’ enforcement ef- 
forts have been focused at those who report their 1099s because 
they are visible, and that is one of the real problems that has 
plagued this compliance effort and one that I think the Commis- 
sioner is keenly aware of and that we are keenly aware of. 

I am very interested in our work having an impact on your 
school district because school districts all over the country will be 
affected if we make a change in this area, and yet, it would have 
essentially no impact on the amount of tax revenue that the public 
gets. As you say, there is no public interest. 

So, we appreciate your supporting your superintendent and 
drawing out very clearly for us the nature of the problem, and we 
are interested in assuring that our actions will solve it. 

Mr. Kleczka. 

Mr. Kleczka. Thank you. Madam Chairman. 

I am not very familiar with the Maryland School Board situation. 
Mr. Gilchrest, are you saying that the school district has two types 
of bus drivers, the contract type and also an employee type, whuch 
is responsible for the special education kids? 

Mr. Gilchrest. This will vary, but for the most part, the employ- 
ees of the school will carry children who are disabled, those who 
are in wheelchairs, those who have severe mental deficiencies. 

Mr. Kleczka. So, those bus drivers are employees? 

Mr. Gilchrest. Of the school district. 

Mr. Kleczka. The bus drivers who transport the other popu- 
lation are contract? 

Mr. Gilchrest. For the most part, those are individuals that 
contract with the school district for a particular area to pick up 
kids to take them to the different schools. 

Mr. Kleczka. Who owns the schoolbuses? 

Mr. Gilchrest. The schoolbuses are owned by the contractors. 

Mr. Kleczka. So, I as an individual, if I want to drive for your 
school district, I would have to bring my own bus along. Is that 
how that works? 

Mr. Gilchrest. For the most part, yes. There are some people, 
contractors, that might own three, four, or five buses, and he would 
hire people to drive those buses. There are others, though, who 
simply own their own schoolbus. 

Mr. Kleczka. For the individual who owns three or four buses, 
is he also an independent contractor and all of his drivers? At what 
point does he become a small business person himself or herself? 
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Mr. Gilchrest. He is an independent contractor, and then, basi- 
cally, he would hire people to drive his buses, but he would con- 
tract with the school district for that particular area where they 
would pick up for that particular bus run. 

For the most part, with very little variations, the board of edu- 
cation will contract with someone to pick up certain students along 
certain bus runs. There might be four bus runs with four buses and 
one contractor, and then that contractor would contract for those 
four bus runs and he would hire people to drive on his buses. 

Mr. Kleczka. In a situation where the person owns four or five 
buses, probably drives one him- or herself, are the other three or 
four drivers employees of that small business? 

Mr. Gilchrest. I do not know every single situation. 

Mr. Kleczka. OK. 

Mr. Gilchrest. Of the situations that I know, the person that 
might own four buses, the people that drive his buses will be 
employees. 

I will give you an example. There is a man named Mr. Dorsey 
in Kent County who owns buses. He will hire people to drive those 
buses. Mr. Dorsey is the independent contractor that contracts with 
the school district, but the drivers of those buses, one of whom is 
his wife, will be employees of Dorsey buses. 

Mr. Kleczka. So, the ar^ment here, or the problem here, is that 
the owner of the buses is not calling his drivers independent 
contractors, also? 

Mr. Gilchrest. Say that again? 

Mr. Kleczka. So, the question or the problem in Maryland is not 
that the owner of multiple buses does not call his drivers or her 
drivers independent contractors. He does term them employees. 

Mr. Gilchrest. That is correct. 

Mr. Kleczka. So, that is not the problem. 

Let me ask IRS if they have any more information on this so I 
can get a better understanding. 

Thank you very much. 

Mr. Gilchrest. Thank you. 

Chairman Johnson. Mr. Hancock. 

Mr. Hancock. Just as a matter of curiosity, what would happen 
in your opinion, or are there any cases where the school contracts 
with a cab service to pick up kids where they do not have enough 
to justify a bus? 

Mr. Gilchrest. Cab service? 

Mr. Hancock. Yes. 

Mr. Gilchrest. Do you mean in an automobile? 

Mr. Hancock. Sure. 

Mr. Gilchrest. I do not know of any situation. 

Mr. Hancock. Well, I know, but it does happen in certain areas 
where they have got one person or two and they do not want to 
send a bus out there, and they arrange to pay for cab service to 
pick up that one child. 

Mr. Gilchrest. What would happen if you had to arrange for a 
cab? 

Mr. Hancock. Would that make the cab driver an employee? 

Mr. Gilchrest. An employee of the school district. 

Mr. Hancock. Yes. 
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Mr. Gilchrest. That is a good question, Mel. I am not sure how 
that would work, but I am sure there might be some areas of the 
country where that happens. 

Mr. Hancock. Oh, it does happen. 

Thank you. 

Chairman JOHNSON. Mr. Laughlin. 

Mr. Laughlin. Mr. Gilchrest, as I understood your statement 
about Mr. Dorsey and his operation, all of the drivers to your 
knowledge are his employees. 

Mr. Gilchrest. Yes. 

Mr. Laughlin. It occurs to me that even the bus driver, or Mr. 
Dorsey could be an independent contractor. 

Mr. Gilchrest. I think that is probably likely, but the people in 
the incident where you have Dorsey Bus Service, where he con- 
tracts with the school district to drive students to the public 
schools, the people he hires are employees of Mr. Dorse5^s. 

Now, there are not too many contractors that own several buses. 
The vast majority of the contractors on the Eastern Shore are indi- 
viduals that own their own buses, and they have an individual con- 
tract with the school district. 

Mr. Laughlin. You are primarily concerned with the relationship 
between the bus operator and the school district. 

Mr. Gilchrest. That is my primary concern. My judgment is if 
the IRS continues to pursue this policy, we will virtually have no 
independent contractors. They will contract out to basically the 
lowest bidder, and you will probably get some type of national bus 
service in there. Those people who are independent businessmen 
will become either unemployed or their independent status will be 
greater diminished by simply becoming employees of a very large 
bus contractor. 

Mr. Laughlin. Do you have the information of how many other 
States have a similar situation to Maryland or the Eastern Shore 
of Maryland where the school district contracts with private bus 
operators? In my State, to my knowledge, the school district owns 
all the buses. There may be a private contractor, but I am not 
familiar with it. I do know there are a couple of other States where 
they have a private contractor. Do you have that information? 

Mr. Gilchrest. No, I do not have that information. I know it will 
vary from around the country. I do know States like Delaware, 
many of the Mid-Atlantic States, and I am sure many other rural 
areas of the country have an independent contractor status, and 
my fear is that the ramifications of this to many States and school 
districts around the country that have the independent contractor 
status is that it is going to change. 

I believe that Maryland is one of the first places they have tar- 
geted to change this independent contractor status. 

Mr. Laughlin. The last question I have, from your vantage 
point, living on the Eastern Shore around these school districts, is 
the school children transportation system broken to the point 
where it needs to be fixed by the IRS? 

Mr. Gilchrest. I would say the school transportation system in 
my judgment is working extremely well. 

Of my three children, my two boys who are out of school now, 
rode on those buses. My daughter is now riding on these buses. 
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The bus drivers are people that live in the community. They know 
the children. They are fine. I do not mean to sound too corny on 
this, but some of those bus drivers have set some very positive role 
model examples for those kids because they are neighbors, and 
they are actually a part of our extended family. 

Mr. Laughlin. So, the system is not broken. 

Mr. Gilchrest. The system is not broken. 

Mr. Laughlin. Thank you, Mr. Gilchrest. 

Mr. Gilchrest. Thamk you. 

Chairman Johnson. Thank you. Congressman Gilchrest. 

Mr. Gilchrest. Thank you. Madam Chairman. 

Chairman Johnson. Now I would like to call Don Lubick, the 
Acting Assistant Secretary for Tax Policy, Department of Treasury. 
Welcome. 

STATEMENT OF DONALD C. LUBICK, ACTING ASSISTANT 

SECRETARY FOR TAX POLICY, U.S. DEPARTMENT OF THE 

TREASURY 

Mr. Lubick. Thank you. Madam Chairman and Members of the 
Subcommittee. It is a pleasure to be back here, and I am very 
pleased that my first visit here is talking about the same thing I 
was talking about when I went up to 

Chairman JOHNSON. Excuse me, Mr. Lubick. As you start, I 
didn’t realize, but I meant to call you both at the same time. 

Peggy Richardson, Commissioner of the Internal Revenue 
Service. Welcome, Commissioner Richardson. 

Ms. Richardson. Thank you. 

Chairman Johnson. Mr. Lubick, if you will proceed. 

Mr. Lubick. I was saying I am talking about the same issue I 
was talking about when I left in 1980. 

I would like, if you please, to have my written statement submit- 
ted for the record and then talk informally, if I may, about the 
subject. 

Chairman Johnson. Certainly. 

Mr. Lubick. As you have stated, this has been a very contentious 
issue for a long number of years, the question of classification of 
workers for various purposes. I have been involved in it not only 
in my governmental role, but had extensive experience with it in 
private practice of law, representing people who were contending 
for independent contractor status and representing people that 
were contending that other people should be given employee status. 
So, I think I have been on every side of this question of represent- 
ing employers, workers, and the government. 

I would like to give by way of background some general prin- 
ciples that I think we ought to keep in mind as we search for a 
solution which I hope is not the quest for the impossible dream. 

In almost all areas, the laws necessarily — if they are dealing 
with questions involving service providers — ^tend to separate work- 
ers into two baskets, and for convenience, historically, one kind of 
treatment is given to workers who are denominated as employees 
and to others who are denominated as independent contractors. 

It has been pointed out that taxation is not the only area where 
this difficult distinction has to be drawn. It is significant under a 
variety of worker protection laws, such as, laws that provide work- 
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er’s compensation to protect workers from injuries on the job, fair 
labor standards to deal with other protections for workers, and un- 
employment insurance to deal with those who are entitled to pro- 
tection in the event they become unemployed. 

The State laws as well as the Federal laws seem to use general 
terminology classifying employees on the one hand as the object of 
either protection or some requirement, such as, withholding in the 
tax law, and independent workers on the other hand. 

I suppose it is possible to come up with other terms to get away 
from the term “employee” and “independent contractor,” but I 
would suspect that if we used that other terminology, we are not 
going to produce any greater precision or any greater clarity than 
the familiar one that we have been using of “employee” versus 
“independent contractor.” 

The problem is that there are numerous kinds of arrangements 
for the provision of services that run a wide spectrum, and as we 
progress, we are finding there is more and more ingenuity and 
more and more variety in these arrangements, but the law must 
separate service providers into the basic two categories, those that 
are covered by the object of the law and those that are not. 

Most workers, it would seem, fit clearly into one category or the 
other because of the characteristics of their work arrangements. 
There are a number of people whom we would clearly classify as 
employees, a number whom we would clearly classify as independ- 
ent businessmen. 

Inevitably, when you have two sets to deal with, there is a mid- 
dle range of arrangements that share simultaneously some of the 
principal characteristics that are reflected in the independent con- 
tractor and in the employee status. So, it is not clear to which cat- 
egory they should be assigned. 

One of the problems is that the tax law very often, too frequently 
I would say, drives businesses, workers, and government adminis- 
trators to try to push the hybrid arrangements on one side or an- 
other. What we are concerned about is that the tax law determina- 
tion may have consequences, often not the intended consequences, 
in many other areas, as Mr. Kleczka has pointed out, even though 
lip service is paid to the independence under each law of the defini- 
tional classification. 

The fact is that historical practice, the use of common terminol- 
ogy, the similarity of the criteria to cast the worker on one side or 
another, all tend to point to similar outcomes. So, the tax decisions 
concerning classification will have an effect beyond either securing 
or undermining tax compliance. 

The fact of the matter is that after looking at this question for 
over 25 years, we have found that we have inherently factual ques- 
tions, an infinite variety of situations, and we have found that 
rules of classification are very difficult to verbalize in mechanical 
terms. Determining the nature of an employment relationship is 
similar to other legal concepts that you are familiar with, such as 
negligence. How do you tell what is or isn’t negligence by setting 
forth a pattern of words that will apply in all cases? 

Justice Stewart made a famous quotation about pornography — I 
know it when I see it, even though I cannot articulate how to de- 
fine it. I think we have a situation here where there are general 
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principles that all of us would agree on. First of all, that the gov- 
ernment should not be interfering with or dictating the legal form 
of a service relationship between the provider and the recipient ex- 
cept if it is truly necessary to protect an important government pol- 
icy, whether that be tax compliance, unemployment protection, pro- 
tection relating to job-related injuries, or the like. 

I think there is another factor that everybody would agree on, 
that simply calling a worker an independent contractor by applying 
a label that the parties agree on, is not enough to justify a different 
treatment from a worker in an identical factual situation who re- 
ceives unemployment protection, realizes tax compliance, and so 
on. Economic reality should override attempts by any in^viduals 
to opt out of a system simply by mislabeling. 

So, that gets us down to how do we solve this particular situa- 
tion, how do we prevent what I believe most persons want to pre- 
vent — inducing through the tax law a significant shift from em- 
ployee status that would affect not only taxation, but other areas. 

We have been searching for comprehensibility and certainty, and 
we have come to the conclusion that it is not likely attainable by 
verbal formulae. Our preference would be for consistency of classi- 
fication in all areas if that is feasible and comparable treatment of 
workers in comparable economic relationships. 

So, we have been searching in this area, and we have seen many 
bills introduced either for safe harbors or definitions that will solve 
the problem. In designing a safe harbor, if we have a safe harbor 
that covers too few workers, we haven’t done anything, because all 
we are doing is giving safe harbor treatment in the obvious cases. 
If the safe harbor is too broad, it is going to undercut those legal 
protections that we want to afford workers, the government, or the 
employer in its area of application. 

The same thing is true of definitions. You have alluded to the so- 
called 20 factors, and I will have something to say about that in 
a bit, but basically, as we have studied the offerings of factors that 
are supposedly conclusive, we have found that generally, the at- 
tempt to define them provides simply a road map to avoidance be- 
cause individuals who want to classify in one direction or another 
are able to manipulate the definitions to throw the classification on 
one side or another. In effect, the use of definitive factors, for the 
most part, seems to shift the fight over uncertainty simply to a Af- 
ferent terrain. If definitional factors are applied in a very mechani- 
cal way, they are easily manipulable. 

We have come to the conclusion, therefore, that the time has 
come to see if there isn’t another way to solve the problem. Instead 
of this quest for a verbal formula to put workers and independent 
contractors on one side, isn’t there a way to defuse the conflict, to 
defuse the contentiousness of the issue? I have two suggestions to 
offer today. One is to shift the focus to simple and expeditious 
methods to resolve conflicts between businesses or workers and the 
government, and the second is to lower the stakes that are involved 
in this situation. 

We would defuse the controversies by making them less than 
life-and-death issues. We have been presented with cases, and I 
have seen them myself, where the Service comes in to audit an em- 
ployer, claims back taxes for several years, and the taxes are not 
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based on income which went into the balance sheet or the pockets 
of the employer. It is payroll. It is expenses paid. Of course, there 
may be a right to get the money out of the workers, but that is not 
very practical. They cannot be found, and who knows what they 
have done with the money. 

So, the result is that in many situations, and this is what came 
up in the early days, we fovmd that businesses were facing, in the 
event the audit position of the Service was accepted, bankruptcy 
and liquidation. So, we have to do something about that. 

Second, I think we ought to be alert to the fact that a number 
of provisions of the tax law will induce shifting one way or another. 
For example, the 2 percent limitation on deduction of business ex- 
penses by employees is a real incentive to classify a person as an 
independent contractor, and there may not be a rational distinction 
for that rule. 

I recognize that many of these rules cannot be changed because 
of revenue constraints, but I would urge that the Committee be 
alert in its actions in the tax law to see if it is possible to avoid 
making distinctions that sharpen the tax advantages where there 
perhaps is not so much justification. 

In dealing with the ways to resolve the controversies, we would 
like to suggest two things. We would suggest the possibility of lib- 
eralizing by legislation the use of prospective reclassification in 
cases of reasonable error. Too often the situation has been if the 
Service’s position is sustained, there is no way to avoid the onerous 
imposition of assessments that we have talked about on the busi- 
ness that will make its financial survival impossible. 

In many cases that I have been involved in personally, if a way 
could be found to resolve the matter on a going-forward basis, the 
employer who had made a reasonable misclassification could sur- 
vive and adjust practices. The Service has been moving in this di- 
rection, and the Commissioner has referred in her testimony to a 
settlement procedure that mitigates the impositions considerably. 

I would suggest that the Committee consider legislation to go 
even further and to permit the Service, where the taxpayer had a 
reasonable argument and belief that it was entitled to section 530 
protection, to allow complete prospectivity of classification. 

One of the problems with the settlement procedure is that it may 
put the taxpayer under a shotgun situation. He may feel that he 
has a reasonable chance of winning a section 530 case, and yet, he 
is afraid to turn down a settlement offer even on a prospective 
basis because if he goes to court, he stands a chance of losing and 
then it is too late. 

Therefore, we would suggest that legislation offer a new remedy 
to the taxpayer under audit. The taxpayer may think he is right, 
but cannot afford to settle. So, we would give this latitude to the 
Tax Court. We would enlarge jurisdiction of the Tax Court to allow 
an expeditious appeal from a determination by the Revenue 
Service. Much in the way that we allow determination of the quali- 
fied status of pension plans or the qualified status of exempt orga- 
nizations, we would allow the Tax Court to decide under expedi- 
tious procedures the worker classification, and we would give the 
Court the same authority that we would give the Service in the 
event the Court finds against the taxpayer, but finds that the tax- 
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payer had a reasonable basis, had treated the workers consistently 
in all cases, had been filing information reports. In that case, we 
would allow the Court as a part of its decision to say yes, going 
forward, this rule is adverse to the taxpayer, but we will apply it 
only on a prospective basis. 

The Tax Court has at the present time in small business cases 
procedures that make litigation expeditious and inexpensive. Rules 
of evidence are modified. We believe that if there is increased 
access to an independent body that taxpayers would feel much 
more comfortable. We believe that at the internal Revenue Service 
as well, knowing that an independent body could ultimately make 
a decision, there would be a much greater disposition on both sides 
to reach a compromise and a reasonable settlement. 

In addition to that, we 

Chairman Johnson. Mr. Lubick, if you could kind of summarize 
and move along. 

Mr. Lubick. All right. 

Chairman Johnson. I think we need time to discuss some of 
these things. 

Mr. Lubick. I would like to just simply state one or two other 
items that I would suggest in this area that are administrative. 

We think that flat safe harbors, that flat definitions give false 
illusions and will lead to unmanageable standards and litigation. 
The Commissioner’s testimony will describe some proposed admin- 
istrative guidance to mitigate actual or perceived problems with 
section 530. 

Finally, we would suggest that if the Congress would permit us 
to give guidance that we could basically withdraw the 20-factors 
test and work to disabuse taxpayers of the notion that they have 
to parse literally the 20 factors that are in the Revenue ruling, and 
instead, we think working with the Service in this area we could 
clarify the factors to be used in deciding classification as well as 
the weight to be given them. 

The 20 factors were never intended to do the job that they have 
been asked to perform, and if we are permitted to give guidance, 
I think we would follow a notice procedure on which the public and 
the Congress could comment and provide input, and I think we can 
do much better than the existing situation. 

Basically, Madam Chairman, I think that there are always going 
to be some hard cases, but if we can reduce the stakes, if greater 
guidance and assistance allow only prospective review and provide 
a new jurisdiction that is independent of both the taxpayer and the 
Revenue Service that we can make very substantial progress in 
this area. 

[The prepared statement follows;] 
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Madam Chairman and Members of the Subcommittee: 

I am pleased to be here today to present the views of the 
Department of the Treasury on issues relating to the 
classification of workers as employees or independent 
contractors. This is a significant and complex issue that merits 
careful study. We commend the Members of this Subcommittee for 
holding hearings on this important subject. 

Background 

Whether workers are classified as employees or as 
independent contractors is significant for both Federal income 
tax purposes and Federal employment tax ( i . e . ^ Social Security, 
Medicare, Federal unemployment insurance and withholding) 
purposes. Income, Social Security and Medicare taxes on 
employees are collected mainly by employers through the 
withholding system, whereas the same taxes on independent 
contractors are collected mainly through self-assessment under 
the estimated tax system. Independent contractors can offset 
income by deductions for business expenses that generally are not 
as readily available to employees (except to the extent that the 
employee itemizes deductions and business expenses and other 
miscellaneous itemized deductions exceed 2 percent of adjusted 
gross income) , In contrast, certain fringe benefits provided by 
a business to employees are eligible for greater tax preferences 
than are available to independent contractors, although 
independent contractors can adopt tax-qualified self-employed 
retirement plans that can be similar to employer-sponsored plans 
for employees. The classification of workers as employees or 
independent contractors is also significant under a variety of 
Federal and State labor and worker protection laws that cover 
only employees, such as unemployment insurance, workers' 
compensation, wage and hour requirements, and family and medical 
leave requirements. 

Most workers are classified as employees or independent 
contractors based on the traditional common-law test for 
determining the employer-employee relationship.^ This test 


^The Internal Revenue Code (Code) does contain special rules 
for classifying certain categories of workers. Briefly, these 
include mandatory independent contractor classification of 
certain licensed real estate agents, direct sellers, and sitting- 
service placement agents (sections 3506 and 3508 of the Code) ; 
and mandatory employee classification of corporate officers and 
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focuses on whether the employer has the right to control not only 
the result of the worker's services but also the means by which 
the worker accomplishes that result. 

The common-law control test is, by its nature, a test that 
depends on the specific facts and circumstances of each 
situation. In an effort to administer this facts and 
circumstances standard better, the Internal Revenue Service (IRS) 
has derived from the case law a variety of factors that should be 
considered, with more or less weight being accorded to particular 
factors depending on the factual context. In the vast majority 
of cases, the classification of a worker under the common-law 
standard is clear. However, because the control test is 
inherently a factual determination, there are cases in which the 
correct status of a worker is less obvious.^ The uncertainty in 
these cases has been perpetuated by the long-standing statutory 
prohibition on the issuance of regulations or revenue rulings 
regarding the proper classification of workers. 

Current tax law does not consistently favor status as either 
an employee or an independent contractor. However, in 
particular circumstances one of the classifications may be 
advantageous to a service provider, the service recipient, or 
both. A company's costs may, for example, be lower if its 
workers are classified as independent contractors rather than 
employees to the extent the company can pay independent 
contractors less than the sum of the cash compensation, the costs 
of the company's portion of Social Security and Medicare taxes, 
unemployment insurance, workers' compensation, other fringe 
benefits that the company incurs for employees, and the overhead 
costs of withholding and recordkeeping. In addition, the income 
and employment tax provisions of the Code may favor 
classification as an independent contractor where a worker has 
significant unreimbursed business expenses. This is primarily 
because independent contractors face significantly fewer 
restrictions on their ability to deduct trade or business 
expenses than employees, as noted earlier.* Conversely, employee 
status may be advantageous for workers with few business expenses 


certain agent-or commission-drivers, life insurance salesmen, 
home workers, and traveling salesmen (section 3121(d) of the 
Code) . 

^Cases in which there is intentional misclassif ication of an 
employee as an independent contractor should be distinguished 
from the classification issue generally. In these cases, there 
is no real question as to whether the workers are employees or 
independent contractors. Rather, the parties involved may use 
misclassif ication as a guise to avoid the costs of Federal and 
State mandates designed to protect employees or as a method to 
avoid full reporting of income and to evade taxes. 

^Prior to 1984, compensation earned by independent 
contractors was subject to lower rates for Social Security and 
Medicare taxes than wage income. This disparity was believed to 
create an incentive for misclassif ication. The differences were 
actually less significant than they appeared, however. Although 
tax rates were lower for self-employment income than for wages, 
an independent contractor could not deduct self-employment taxes 
while an employer could deduct its portion of Social Security and 
Medicare taxes in computing its taxable income for income tax 
purposes . 

*Also, the estimated tax system used to collect income. 
Social Security, and Medicare taxes from independent contractors 
largely avoids the overwithholding that can result when an 
employee incurs large business expenses, has net income that 
fluctuates during the year, or is employed for only part of a 
year. 
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Who benefit from the tax advantages accorded to fringe benefits, 
especially those that are more cheaply obtainable or only 
obtainable through an employer, such as employer-provided group 
health insurance, workers' compensation insurance, or 
unemployment insurance. 

Workers who are classified as independent contractors may 
also have greater opportunities than employees to avoid full 
compliance with the tax laws. As previously noted, employees are 
subject to withholding, and the amount of their wage income is 
reported with great precision to the IRS. Independent 
contractors may find it easier to omit some of their income on 
their tax returns without detection. Underreporting of income 
becomes more difficult when an independent contractor's gross 
income is reported to the IRS on information returns, although 
the worker can incorporate and avoid information reporting 
because of the current law rule which excludes payments to 
corporate independent contractors from reporting. Moreover, even 
independent contractors that report 100 percent of income have 
greater opportunities to overstate deductible business expenses. 
Clearly, some taxpayers have made use of these opportunities, and 
this has resulted in significant amounts of noncompliance. 

Recent Legislative History 

Since the late 1970s, Congress, Treasury, and the Internal 
Revenue Service have considered numerous proposals aimed at 
resolving issues associated with the classification of workers as 
employees or independent contractors. To date, legislation 
dealing with classification issues has focused primarily on 
relieving employers of what has been viewed as the excessive 
penalties associated with honest errors in the misclassif ication 
of employees as independent contractors. 

Prior to statutory changes, when the IRS reclassified a 
worker as an employee, the employer was generally held liable for 
the full amount of unwithheld income taxes and the unwithheld 
employee share of Social Security and Medicare taxes for all 
years open under the statute of limitations. In addition, the 
employer remained liable for the employer share of Social 
Security, Medicare and Federal unemployment insurance taxes, plus 
interest on these amounts. Penalties also could be assessed. 

The employer's liability for underwithholding was abated to the 
extent that the employer could demonstrate that the misclassif ied 
worker had paid income, Social Security and Medicare taxes on the 
compensation received. Data to support the determinations were 
often difficult to obtain, however, especially if the worker was 
no longer providing services to the employer. 

Section 530 . In response to a number of large retroactive 
employment tax assessments in the 1970s, Congress provided 
certain employers with general statutory relief from IRS 
reclassification of workers from independent contractors to 
employees. Section 530 of the Revenue Act of 1978 prohibits the 
IRS from correcting erroneous classifications of workers as 
independent contractors for employment tax purposes, including 
prospective corrections, as long as the employer has a reasonable 
basis for its treatment of the workers as independent 
contractors. A reasonable basis includes reliance on (i) 
judicial precedent, published rulings, letter rulings or 
technical advice memoranda; (ii) a past IRS audit (although not 
necessarily an employment tax audit) in which there was no 
assessment attributable to the eroploymeiit tax treatment of the 
worker or of workers holding substantially similar positions; 

(iii) a long-standing recognized practice of a significant 
segment of the industry in which the worker was engaged; or (iv) 
any other reasonable basis for the employer’s treatment of the 
worker . 
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The relief provided by section 530 is not available unless 
the employer consistently treats the worker, and any other worker 
holding a substantially similar position, as an independent 
contractor (sometimes referred to as the "substantive 
consistency" test) and complies with the statutory requirements 
for payments to independent contractors. For example, section 
530 relief is not available if the employer has failed to comply 
with the information reporting requirements associated with its 
treatment of the worker as an independent contractor. 

Section 530 applies solely for purposes of the employment 
tax provisions of the Code. It has no legal effect on an 
employer's treatment of a worker as an employee for Income tax 
purposes. Further, it does not affect the worker's own tax 
treatment for any purpose. Consequently, section 530 can result 
in the receipt of less than the appropriate amount of employment 
taxes for some workers. This is because these workers are 
simultaneously treated as employees for their own tax purposes, 
and thus are subject only to the employee share of Social 
Security and Medicare taxes, and are treated as independent 
contractors by their employers, which pay no employment taxes 
with respect to these workers. As a result, an amount equal to 
the employer portion of Social Security and Medicare taxes is not 
paid. Section 530 also has no impact on determinations of 
employment status for other purposes, such as eligibility for 
workers' compensation and unemployment insurance. 

Section 530 was enacted as a one-year "stopgap" measure 
until Congress could devise a less contentious standard for 
classifying workers. It was extended several times and finally 
extended indefinitely in 1982. 

Section 530 prohibits the IRS from issuing any regulations 
or revenue rulings regarding the proper classification of 
workers. As a result, the IRS has not been able to issue any 
generally applicable guidance in this area for close to 20 years. 

Section 3509 . In the Tax Equity and Fiscal Responsibility 
Act of 1982, Congress added section 3509 to the Code in order to 
mitigate employers' liabilities for retroactive employment tax 
assessments where section 530 relief was not available. Section 
3509 generally limits an employer's liability for failure to 
withhold income. Social Security, and Medicare taxes on payments 
made to an employee whom it has misclassif led as an independent 
contractor. 

Under section 3509, an employer is liable for 1.5 percent of 
the wages paid to the employee, in lieu of the income taxes that 
were not withheld, plus 20 percent of the employee’s portion of 
the Social Security and Medicare taxes on those wages. If the 
employer has not complied with the information reporting 
requirements associated with the treatment of the worker as an 
independent contractor, however, these percentages are doubled to 
3.0 and 40 percent, respectively. In addition, the employer's 
liability under section 3509 cannot be reduced by any self- 
employment or income taxes paid by the misclassif ied worker. 
Section 3509 also does not relieve the employer of its liability 
for 100 percent of the employer portion of Social Security and 
Medicare taxes. The relief provided by section 3509 is not 
available if the employer has intentionally disregarded the 
withholding requirements with respect to the employee. 

The rules of section 3509 were developed in an attempt to 
place employers and the Federal Government in approximately the 
same financial position, on average, in which they would have 
been if the amount of taxes actually paid by the misclassif ied 
employees had been determined and used to abate the employers’ 
liabilities, without the need actually to determine those 
amounts. Thus, section 3509 has no effect on an employer's own 
liability for Federal or State unemployment insurance taxes or 
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the employer portion of Social Security or Medicare taxes. Also, 
in return for limiting the employer's liability for failure to 
withhold employee taxes, section 3509 prohibits the employer from 
reducing its own liability by recovering any tax determined under 
the section from the employee, and, as discussed above, gives it 
no credit for any taxes ultimately paid by the employee.^ 

Section 1706 . In the mid-1980s, some employers in the 
technical services industry complained that the relief granted 
under section 530 created an unfair advantage for certain of 
their competitors. They noted that section 530 affects different 
taxpayers differently, depending on whether they satisfy the 
statutory conditions for relief. In particular, employers that 
have consistently misclassif led their employees as independent 
contractors are entitled to relief under section 530, while other 
employers in the same industry (that, for example, have sometimes 
taken more conservative positions on classification issues) are 
not entitled to relief because they cannot satisfy the 
consistency requirements of section 530. The crux of the 
employers' complaints was that certain taxpayers in the industry 
achieved unfair cost savings by treating the service providers as 
independent contractors . ^ 

As a result of these complaints, in section 1706 of the Tax 
Reform Act of 1986, Congress excluded from the ambit of section 
530 taxpayers that broker the services of engineers, designers, 
drafters, computer programmers, systems analysts and "other 
similarly skilled workers engaged in a similar line of work," 
effective for payments made after December 31, 1986. Section 
1706 applies exclusively to multi-party situations, i.e. ^ those 
involving (i) technical services workers, (ii) a business that 
uses the workers, and (iii) a firm that supplies the workers to 
the business. The effect of section 1706 is to deny section 530 
relief solely to the firm that supplies the workers. Section 
1706 did not affect the application of section 3509 to such 
firms . 

Recent Administrative Initiatives 

The IRS has recently announced several administrative 
initiatives to improve the current situation in the worker 
classification area. 

In March of this year, the IRS released to the public for 
advance comment new training materials for IRS examiners. The 
training materials are intended to ensure that examiners make 
legally correct determinations about whether workers are properly 
classified as employees or independent contractors under the 


^Under section 3509, as under prior law, the full amount of 
the misclassif ied worker's gross compensation is subject to tax, 
even though, if the worker had always been treated as an 
employee, the employer would presumably have negotiated to reduce 
wages to reflect the employer's liability for its portion of 
Social Security and Medicare taxes, unemployment insurance, and 
any fringe benefits provided by the employer at its option. 

®As explained above, however, misclassif ication of an 
employee as an independent contractor does not necessarily result 
in any cost savings. However, cost savings could be achieved if, 
for example, the client is able to pay the independent contractor 
less than the sum of the cash compensation, its portion of Social 
Security and Medicare taxes, unemployment insurance, workers 
compensation, the cost of other State and Federal protections, 
fringe benefits that it would have paid to an employee, and the 
overhead costs of withholding and recordkeeping. Cost savings 
also could be achieved if the worker accepts a lower payment as 
an independent contractor because he intends to evade taxes by 
underreporting income or overstating deductions. 
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common-law standard. The materials emphasize to examiners that 
they must approach the issue of worker classification in a fair 
and impartial manner, and remind examiners that either worker 
classification — independent contractor or employee — can be a 
valid and appropriate business choice. These new training 
materials also demonstrate how the application of the common-law 
standard has evolved to reflect the changing nature of business 
relationships. The materials (including the opportunity provided 
for taxpayers and all other interested parties to comment on a 
draft of the materials) and the IRS training program based on the 
new materials will help promote both consistency and additional 
clarity concerning IRS application of the common-law 
classification standard. 

The IRS training document also addresses in detail the 
application of section 530 of the Revenue Act of 1978. It makes 
clear to examiners that section 530 should be actively considered 
during an examination. In fact, the materials state that 
examiners are required to explore the applicability of section 
530 even if not raised by the taxpayer, in order to correctly 
determine the taxpayer’s tax liability. 

Another recent initiative taken by the IRS is a 
classification settlement program that allows businesses to 
resolve worker classification cases earlier in the examination 
process, reduce taxpayer costs, and ensure the proper application 
of the provisions of section 530.’ Businesses that have 
misclassif ied their workers as independent contractors, have 
filed Form 1099 information returns, but have failed to meet all 
of the other requirements for relief under section 530, can 
settle the matter with IRS examiners by reclassifying their 
workers prospectively and paying only limited tax assessments.® 
This reduces the risk that tax assessments could be applied for 
multiple years. 

Participation by businesses in the settlement program is 
entirely voluntary, and businesses declining to participate 
retain all rights that exist under the IRS’s current procedures. 
The program is intended to simulate the results that would be 
obtained under current law if businesses accepting the offers had 
instead exercised their right to administrative or judicial 
appeal . 

In addition, the IRS has recently announced procedures for 
allowing businesses, at their option, to resolve employment tax 
issues more quickly by appealing these issues to the IRS Appeals 
function even while an examination on other issues is still in 
progress. The appeals procedure runs for a one-year test period 
during which time it will be evaluated. 

Further, we are working with IRS to develop administrative 
guidance on the often difficult issue of whether a taxpayer has 
satisfied section 530 by virtue of reliance on a long-standing 


’The program is scheduled for a two-year test period during 
which time it will be evaluated. 

®If the business meets the section 530 reporting consistency 
requirement but the business either clearly does not meet the 
section 530 substantive consistency requirement or clearly cannot 
meet the section 530 reasonable basis test, the assessment would 
be limited to one year of employment tax liability (as limited by 
Code section 3509) . If the reporting consistency requirement is 
met and the business has a colorable argument that it meets the 
substantive consistency requirement and the reasonable basis 
test, the assessment would be limited to 25 percent of one year's 
income tax withholding, Social Security and Medicare tax 
liability for the year (as limited by Code section 3509) , plus 
the Federal unemployment insurance tax liability for the year. 
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recognized practice of a significant segment of the industry in 
which the worker was engaged. The guidance is expected to 
provide that, in defining a significant segment of an industry, 
no fixed percentage is appropriate for all cases because the 
determination is part of a facts and circumstances analysis 
involving a number of variables. However, depending on the 
facts, less than a half of the industry may constitute a 
significant segment of the industry. In addition, the guidance 
is expected to make clear that, while determination of whether a 
practice is "long-standing" is based on facts and circumstances, 
a practice will be presumed to be “long-standing" if it has been 
in effect for 10 years or more, and that an industry with a 
"long-standing" practice can include an industry that was 
established after 1978 (when section 530 was enacted) . 

We believe that these initiatives represent a significant 
response to concerns expressed by taxpayers, particularly small 
businesses, in the worker classification area. We would urge 
that these initiatives be given a chance to work, especially in 
conjunction with the legislative changes proposed on page 10 
below to eliminate past employment tax liability in certain cases 
where taxpayers have a reasonable argument that they meet the 
requirements of section 530, and to provide easier access to an 
independent determination by the Tax Court. 

Legislative Proposals 

Concerns Regarding Proposed Changes to Classification 
Standards . The Subcommittee will be examining legislative 
proposals to change the Federal tax rules for determining whether 
a worker is an employee or an independent contractor. In 
particular, the Subcommittee has requested comments on H.R. 1972 
and H.R. 582. These bills would provide new standards under 
which workers would be classified as independent contractors. 
Under these bills, where the standards were not met, the current 
common-law classification test would still apply. 

At the outset, we note that worker classification is a 
difficult and long-standing issue that has far-reaching 
implications. Fundamental issues, including issues beyond the 
collection of income and employment taxes, may be affected by 
legislative changes altering the standard for determining whether 
a worker is an employee or an independent contractor. 

Accordingly, in evaluating possible legislative proposals in 
this area, we believe it is helpful to bear in mind a number of 
important (albeit sometimes conflicting) principles and 
objectives. Among these is the principle that absent good cause, 
government generally should not interfere in the legal 
relationship between workers and service recipients. At the same 
time, legislative changes should not impair the ability of 
government to collect the proper amount of income and employment 
taxes in a reasonable and efficient manner. In addition, an 
effective system of government should attempt to promote 
certainty and fairness in the application of the law. 

Consistency of worker classification for various Federal and 
State law purposes, and for businesses entering into similar 
relationships with workers, are also important considerations, in 
part because consistency reduces compliance burdens for 
businesses. Further, much of the existing legal system that is 
in place to protect workers against certain types of risks 
applies only to workers who are classified as employees. For 
that reason, it is important that any legislation altering the 
status of workers be analyzed carefully to determine its 
potential impact on worker protections. 

Under current law, worker classification in the Internal 
Revenue Code directly affects income, Social Security and 
Medicare taxes. However, it also affects other issues such as 
the availability of employer-provided pensions and group health 
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insurance. For example, under current law, tax-qualified 
retirement plans sponsored by a business are permitted to cover 
only the business's employees. Legislation that resulted in the 
conversion of employees into independent contractors for Federal 
tax purposes would reduce the number of people eligible to save 
for retirement in tax-qualified employer-provided pension, 

401(k), and other retirement plans. These reclassified workers 
would be free to establish their own tax-favored retirement 
plans. However, with automatic employer contributions, employee 
savings through payroll deduction, employer matching 
contributions, employer education programs, and economies of 
scale, employer-sponsored plans have proven to be a particularly 
effective means of promoting retirement savings for workers, 
especially for middle- and lower-income workers who might be less 
likely to save outside the workplace. In addition, converting 
employees into independent contractors could result in fewer 
people receiving the benefits of lower-cost group health coverage 
through their employers. 

In evaluating any proposed legislation, it is also important 
to consider whether a new statutory standard under Federal tax 
law would lead to similar changes in coverage under other Federal 
and State laws, such as the laws that provide unemployment 
insurance, workers* compensation, 'minimum wage and maximum hour 
protections, workplace health and safety standards, and family 
and medical leave protections to workers who are classified as 
employees. This might occur, for example, if businesses that 
reclassified workers as independent contractors under a new 
Federal employment tax standard also treated those workers as 
independent contractors for purposes of other laws that are based 
on employee status. Broader reclassification under these other 
statutory provisions could also result from subsequent efforts, 
in the interest of simplification, to eliminate inconsistencies 
between the classification standards under those State and 
Federal non-tax laws and a new Federal employment tax 
classification standard by conforming them to the new standard. 
These potentially sweeping implications should be explored 
carefully and thoroughly before enactment of any new statutory 
classification standard for Federal tax purposes. 

As a general matter, experience suggests that it is 
difficult to devise one simple, specific statutory definition or 
safe harbor that applies appropriately to the many varied 
existing worker relationships and occupations. Moreover, 
specific statutory rules, by contrast to regulations and rulings, 
are not easily adapted to the changes that are constantly taking 
place in an area as complex and dynamic as the American work 
place. 

Legislative proposals to replace current worker 
classification rules with new standards raise a number of serious 
concerns. First, in an effort to achieve simplicity and 
objectivity in this area, some proposals would prescribe "safe 
harbor" criteria for classification as an independent contractor 
that are easily satisfied and that could result in large-scale 
shifting of workers from employee to independent contractor 
status. For example, requirements that workers have significant 
training in order to constitute independent contractors could be 
automatically satisfied by large classes of workers with 
licenses, professional degrees, vocational training, or various 
types of technical training. Requirements that workers have made 
themselves available to work for others could be satisfied 
through low-cost advertisement or registration by employees who 
have no intention of working for anyone other than their 
employers . 

Second, under some proposals, worker status is easily 
recharacterized without altering the underlying relationship 
between the worker and the employer. For example, it is not 
difficult for an employer to structure an artificial arrangement 
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that would appear to meet a requirement that an individual be 
able to realize a profit or loss to be considered an independent 
contractor. An employer could require the employee to purchase 
or rent certain tools and supplies used in generating the 
employer's product, but could protect the employee from loss by 
directly compensating the employee through a commensurate pay 
increase. This could permit an employee to appear to "realize a 
profit or loss" without changing the nature of the employer- 
employee relationship or the tasks that the employee would 
undertake, particularly if the worker purchases supplies and 
rents equipment from which the worker could "walk away" if 
employment terminates. By similar means, an employer can fairly 
easily restructure payments to make it appear that an employee 
will incur significant unreimbursed expenses. The employer can 
require the worker to furnish certain tools and supplies while 
the employer provides a corresponding increase in the payments 
made to the worker that is not characterized as a reimbursement. 
The requirement that the worker and service recipient enter into 
a written agreement concerning worker classification also would 
fail to prevent inappropriate recharacterization of employee 
status, particularly where workers do not have as much bargaining 
power as the business. 

Third, in the interest of simplification, some legislative 
proposals sacrifice clarity, using terms that sound easy to apply 
in the abstract but would leave serious ambiguities regarding 
their interpretation. For example, proposals may require that a 
worker make "significant" investment in tools, equipment, or 
training to constitute an independent contractor. Yet what is 
"significant" is not objectively determinable, and may vary among 
occupations and industries. Such provisions would only replace 
the current standards with new standards that also have inherent 
ambiguities. 

Fourth, by permitting workers to become independent 
contractors by meeting alternative criteria, many proposals would 
allow taxpayers to apply criteria that, while appropriate in 
certain contexts, are inappropriate for the occupation or 
industry being considered. Thus, the problems identified above 
are exacerbated when one or two criteria alone become 
determinative in classifying workers. In a well-meaning attempt 
to craft a "one-size fits all" solution, legislators may craft a 
standard that is too loose for many occupations and industries. 
For example, some might argue that it is appropriate to determine 
whether an architect, working full-time on a building project for 
an employer, is an independent contractor based on whether the 
architect has significant investment in training and has 
performed or offered to perform substantial services for others 
in the past year. However, these same broad statutory standards 
could then be applied to employees in fields with high turnover 
and significant training requirements, such as certain nurses 
working in hospital settings, to shift numerous employees to 
independent contractor status. 

In summary, many legislative proposals establish standards 
that are easily satisfied or manipulable, lack clarity, and would 
impose alternative requirements that allow taxpayers to pick and 
choose elements in a manner inappropriate to the occupation or 
industry involved. While most workers are readily classified as 
employees or independent contractors, there will always be a 
class of cases that are less obvious. The formulation of 
objective, mechanical standards to resolve these cases has proven 
to be an elusive goal because classification under the common-law 
control standard looks to the realities of the situation and 
therefore is inherently fact-sensitive. Moreover, in light of 
the significant worker protections that hinge on status as an 
employee, it is important to consider carefully the risk that new 
statutory classification standards could result in significant 
shifts of workers from employee to independent contractor status. 
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Proposals for Statutory Modifications Relating to Section 
530 and_Tax Court Jurisdiction . Perhaps the greatest problem for 
business in this troubled area is not the possibility that an 
employer treating its employees as independent contractors will 
be required to reclassify them as employees for the future, but 
the risk of substantial employment tax liability and penalties 
for previous years, even where the employer had a reasonable 
argument and belief that it was entitled to section 530 
protection. 

To address this problem, we propose that Congress permit 
businesses that fail to meet the requirements of section 530 and 
misclassify workers as independent contractors to reclassify 
their workers prospectively with no employment tax liability for 
prior years, provided that they satisfy certain conditions.^ To 
qualify for this relief, the business would have to meet the 
section 530 reporting consistency condition, and have a 
reasonable argument that it meets the section 530 substantive 
consistency and reasonable basis requirements. This "reasonable 
argument" standard is intended to provide relief to taxpayers who 
fall just short of meeting those section 530 requirements. Of 
course, as under current law, if workers are correctly classified 
as independent contractors, or if the taxpayer meets section 530, 
then the business would not be required to reclassify the workers 
as employees. 

Under the proposal, a taxpayer that believes the IRS has 
erred in its case would be given an expanded opportunity to 
obtain an independent review of the IRS decision. United States 
Tax Court jurisdiction would be enlarged to cover worker 
classification determinations for employment tax purposes. Of 
course, the Tax Court would have the authority described above to 
determine whether misclassif ied workers should be reclassified on 
a prospective basis only. 

Access to the Tax Court would permit disputes to be resolved 
more quickly and at lower cost than in Federal district court. 

The Tax Court provides simplified procedures that might be 
adapted for small business cases. Tax Court judges have 
considerable experience in resolving tax cases involving similar 
issues, and many small cases are currently resolved without 
requiring the business to retain counsel. We believe that the 
expanded Tax Court jurisdiction would provide a business with 
increased access to an independent judicial resolution if the 
business believed its determination, rather than the IRS 
position, was correct. 

These legislative proposals — to eliminate past employment 
tax liability in certain cases where taxpayers fall just short of 
meeting section 530, and to increase a small business's access to 
an independent, third-party determination — should further help 
taxpayers to resolve worker classification problems in a fair and 
cost-effective manner. We believe that, in combination with the 
administrative steps described earlier, they would provide 
significant relief to small businesses from the most serious 
problems relating to worker classification. 

In addition, we believe that it may be possible to improve 
understanding of the common-law classification standard through a 
revenue ruling or other guidance. The recently revised IRS 
training materials take an important step in this direction by 
emphasizing that the true common-law test is the right to “direct 
and control" and that the “20 factors" that are often referred to 
in connection with this test are relevant only insofar as they 
provide evidence bearing on whether the test is satisfied. We 


This suggested legislative change builds on the relief 
provided under the IRS's Classification Settlement Program, 
described above. 



126 


think that it would be helpful to taxpayers for this message to 
be communicated through more formal guidance (such as a revenue 
ruling ) , and we also believe that such guidance could help 
taxpayers focus on factors — likely five or fewer — that are 
roost relevant to their particular situations. At present, 
section 530 precludes the issuance of a revenue ruling or 
regulations to provide this clarification. We would be pleased 
to explore with Congress the possibility of amending section 530 
at least to the extent necessary to permit publication of such 
guidance. 

Proposals for Statutory Modifications Relatinq_:tQ 
Information Reporting . We believe that any proposal in this area 
should attempt to improve compliance with regard to independent 
contractors. Under current law, service-recipients engaged in a 
trade or business are required to report, on Form 1099, payments 
in the course of such trade or business to any individual 
independent contractor of $600 or more during a calendar year. 
This information-reporting system is one of the most effective 
tools for enforcing proper reporting of income by independent 
contractors, because taxpayers are more likely to report a 
payment on their income tax return if they know the payment 
already has been reported to the IRS by the payor. 

The penalty on a service-recipient for failure to file the 
information return, however, is only $50 (unless the failure is 
due to intentional disregard of the reporting requirement) . We 
believe this relatively minor penalty, last increased in 1982, 
contributes to substantial noncompliance with these reporting 
requirements. In recent years, many experts in this area have 
proposed substantially increasing this penalty. The 
Administration's fiscal year 1997 budget proposes to increase the 
general penalty for any failure to file an information return to 
the greater of $50 per return (the current penalty) or 5 percent 
of the total amount required to be reported. Increasing the 
penalty in proportion to the amount of the unreported payment 
balances the need to have a stronger incentive to comply with the 
reporting rules with the concern that the penalty not be unduly 
harsh. The proposal includes limits on the penalty to ensure 
that the increase will not be imposed on those firms that have 
very substantially complied with the reporting requirements, 
i.e . , where the failure is likely due to inadvertence or 
administrative error in a firm that has made a serious attempt to 
fully comply with the rules. Specifically, under the proposal 
the penalty will not apply if the failure is corrected by August 
1 of the year the return is due. In addition, the penalty will 
be limited to $50 per failure, as under current law, if the 
taxpayer properly reported at least 97 percent of all amounts 
required to be reported for that period. We note that the Tax 
Section of the New York State Bar Association has made a similar 
proposal. ( See the 1995 Report on Proposed Reforms to 
Administration and Enforcement of Employment Tax and Income Taxes 
on Individual Workers.) 

In addition, under current law, a service-recipient is not 
required to file an information return with respect to payments 
made to a corporation for services rendered. The Administration 
believes that corporations doing business with the Federal 
government should report as income their payments from the 
Federal government. Accordingly, the Administration's fiscal 
year 1997 budget would generally require Federal agencies to 
report payments of $600 or more to corporations for services 
rendered, with appropriate exceptions as prescribed in 
regulations . 


Conclusion 

Worker classification is a difficult and complex issue that 
has far-reaching implications. Legislative changes that would 
result in the reclassification of workers from employee to 
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independent contractor status could affect a variety of 
protections for these workers. It is important to explore these 
potential consequences thoroughly before enacting any new 
statutory classification standard for Federal tax purposes. At 
the same time, we believe that Congress should consider proposals 
to eliminate retroactive employment tax liabilities in certain 
cases where an employer has a reasonable argument that it meets 
the requirements of section 530, and to permit taxpayers to 
resolve disputes with IRS in a simpler and more cost-effective 
manner. 

The Treasury Department appreciates the ongoing efforts by 
the Members of this Subcommittee and others to address this 
subject. We would be pleased to explore these issues further 
with the Subcommittee. 

Madam Chairman, this concludes my formal statement. I will 
be pleased to answer any questions that you or other Members may 
wish to ask. 
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Chairman JOHNSON. Thank you, Mr. Luhick, and I do look for- 
ward to getting to the dialog part of this panel. I appreciate the 
significance of your suggestions. 

Commissioner Richardson. 

STATEMENT OF HON. MARGARET MILNER RICHARDSON, 

COMMISSIONER, INTERNAL REVENUE SERVICE; 

ACCOMPANIED BY STUART L. BROWN, CHIEF COUNSEL; AND 

MARTY WASHBURN, NATIONAL DIRECTOR, SPECIALTY 

TAXES 

Ms. Richardson. Thank you. Madam Chairman and other 
distinguished Members of the Subcommittee. 

Chairman JOHNSON. Commissioner, before you start 

Ms. Richardson. Yes, ma’am. 

Chairman JOHNSON [continuing]. — I do want to put clearly on 
the record that you have responded to the concerns raised at the 
White House conference in a very aggressive fashion, and I appre- 
ciate that you have put out there a new proposal for a much easier 
settlement process, to limiting retroactive liability to a year, to 
making it easier to appeal in the process of a case. 

I know you are going to go into some of these things, but it does 
show, and putting the draft out and the training materials. So, that 
practitioners can come. It does open up the dialog about this, and 
I commend you on your leadership. 

Ms. Richardson. Thank you very much, and we appreciate your 
support. I also want to make the point that it was not me alone 
who did that. I had the active and mostly enthusiastic support of 
many people at the IRS to help address this problem. So, I 
appreciate what they have done, too. 

We do appreciate the opportunity to be here. I have with me 
Stuart Brown who is our Chief Counsel — he is on my immediate 
left — and Marty Washburn who is the National Director who over- 
sees our Employment Tax Programs. They too have been very ac- 
tive in helping to come up with some constructive ideas to adminis- 
tratively address some of the issues that we face. 

We do appreciate the opportunity to be here to talk about what 
we are trying to do to make the system fairer and simpler and 
more efficient; in particular, our improvements in employment tax 
administration. We have tried to respond to concerns we have 
heard from taxpayers, particularly small business owners, regard- 
ing the issue of worker classification, and we are trying to address 
them, as you pointed out, but the classification of workers as inde- 
pendent contractors or as employees is an issue that remains of 
great concern to the business community, but also, to us as well 
as to workers. 

I want to emphasize that the Internal Revenue Service, as the 
tax administrator, is concerned about worker classification issues 
for one reason and for one reason only, and that is to perform our 
mission, which is to collect the proper amount of tax revenue in a 
fair and impartial manner. Unfortunately, though, misclassification 
of workers frequently does go hand in hand with noncompliance 
with the Federal tax laws, and so therein lies our basic interest. 

Under the Internal Revenue Code, the Congress concluded that 
whether a worker was an employee or an independent contractor 



129 


should be determined by using the so-called common law standard, 
and that standard looks to whether a business has the right to di- 
rect and control the means and the details of how a worker 
performs his duties. 

Applying that standard has always been a difficult task. Courts 
have looked to a variety of evidentiary factors to establish whether 
that right to direct and control exists. Ultimately, we and others 
culled from the factors some of the evidentiary factors, and there 
were about 20, and they came to be known as the 20 common law 
factors. Ultimately, we published those in our revenue ruling, but 
those factors were never intended to replace the legal standard of 
the right to direct and control how work is performed. They were 
merely intended as a guide to be used in identifying what evidence 
might be relevant in exploring the existence and extent of the right 
to direct and control a worker’s activities. 

From the perspective of tax administration, the factors are too 
numerous, too complex, and they do not often fit the circumstances 
of particular businesses today. 

We also know that in appl 3 dng the common law standard we 
have to take into account section 530. Many of you may recall, and 
as Mr. Lubick said, he was here before when thiis was enacted, sec- 
tion 530 was intended as an interim relief provision to be in effect 
for one year while Congress undertook full consideration of the is- 
sues that were leading to the controversies on worker classification. 
Unfortunately, here we are many years later still trying to discuss 
the issue and trying to decide how we can resolve it. 

Now, I have stated publicly several times, and I want to empha- 
size again today, that the status of a worker as either an independ- 
ent contractor or an employee is a valid and appropriate business 
choice. We at the IRS understand and recognize that businesses 
can properly classify workers as independent contractors. A work- 
er’s status must be determined accurately to ensure that workers 
and businesses can anticipate and meet their tax responsibilities 
timely and accurately, but we recognize that we at the IRS have 
a responsibility to make certain that the worker classification de- 
terminations under current law are accurate, even though current 
law has a lot of complexity. 

In response to the numerous concerns both inside the Service 
and from taxpayers, we are changing our approach. We have re- 
cently undertaken four significant initiatives to improve adminis- 
tration and to respond to the concerns that we have heard. 

I would like to summarize those, although I go into much greater 
detail in my written testimony. First, we said that we would revise 
the training materials for IRS examiners that handle worker classi- 
fication issues to emphasize the principle that using independent 
contractors can be a legitimate business practice that should not 
and will not be challenged by the IRS. The revised materials are 
based on the position I have expressed at prior hearings and in 
speeches that, again, we as the tax administrator have the respon- 
sibility to collect the proper amount of tax. 

On March 5, we released a draft of the training materials for 
public comment, and for the first time ever we requested comments 
on our training materials. We received over 45 comment letters, 
and I want to thank everybody who participated. Many of the com- 
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ments were strongly supportive of our effort to provide a clear, 
evenhanded approach to this area, and almost all of the commenta- 
tors had thorough, thoughtful, and constructive comments with 
many useful suggestions. 

We are currently reviewing the comments and revising our mate- 
rials to respond to the concerns that were raised. In response to a 
number of comments that requested clarification of the section 530 
industry practice of safe harbor, we are working with Treasury to 
develop a revenue procedure that will be proposed for comment and 
will address some of the more difficult issues that arise under that 
safe harbor, such as what is a significant segment, what is long- 
standing practice, and whether an industry is eligible for section 
530 relief if the industry began after 1978. 

My written testimony, again, goes into those issues in detail. We 
will be happy to talk about them later. 

Later this summer in July and August, over 800 examiners, 
managers, and reviewers in our Employment Tax Program will be 
retrained, and we will also be providing training for all of our gen- 
eral program examiners by the end of this year. 

The training materials are intended to ensure that IRS examin- 
ers properly classify workers as independent contractors or as em- 
ployees in a manner that is impartial and reflective of current law. 
I believe that these training materials will provide our examiners 
with the tools to do this. The materials discuss types of evidence 
that may indicate whether an employee-employer relationship does 
or does not exist under the common law standard, and they should 
guide examiners in determining the types of evidence that would 
be relevant. 

The materials also address facts necessary to determine whether 
workers are statutory employees, and they also emphasize — and I 
think this is important — ^that relevant evidence may change over 
time because business relationships and the work environment can 
also change over time. 

In addition, they address the application of section 530 since, 530 
can in certain circumstances relieve employers of employment tax 
liability that would result from reclassification, and we are reem- 
phasizing our policy that IRS employees are to exercise strict im- 
partiality in the conduct of their duties. 

Thus, not only are examiners required to approach the issue of 
worker classification in a fair and impartial manner, they are also 
required to actively consider section 530 during the course of an 
examination. 

We began our draft of the training materials with the philosophy 
of strict neutrality in the application of the law. We also began the 
draft with a strong practical concern that business practices are 
evolving rapidly and that our evaluation of the relevant facts and 
circumstances must also evolve in order for us to achieve fair and 
impartial results. 

We are going to release to the public again for the first time ever 
the final version of those training materials, and we welcome any 
additional comments. Our intention is to ensure that our training 
materials remain current, and we want to hear from people who 
are interested in good tax administration and who can help us do 
that. 
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We also intend to tell businessowners what we are going to be 
looking for in future examinations so that they will have the oppor- 
tunity to be more informed on decisions about worker classification 
and that they can anticipate and meet their responsibilities timely 
and accurately. 

In addition to the new training materials, we have conducted a 
thorough review of our existing Employment Tax Compliance 
Programs. As a result, in March we also announced a new initia- 
tive we called the Classification Settlement Program which is in- 
tended to help reduce taxpayer burden by resolving worker classi- 
fication issues as early in the administrative process as possible. It 
is based on the key principles of not reclassifying workers who 
have been correctly treated as independent contractors, resolving 
classification issues as early as possible in the administrative proc- 
ess, resolving those classifications uniformly throughout the coun- 
try, and taking into account a taxpayer’s past compliance with the 
common law standard and section 530 requirements in resolving 
these issues. 

Finally, we have noted and take very seriously that our compli- 
ance programs should encourage correct classification and correct 
reporting of payments to workers whether they are employees or 
independent contractors. 

We also announced in March a procedure for early referral of em- 
ployment tax issues to the IRS Appeals function. The purpose of 
the early referral for employment tax issues is to allow them to be 
resolved more expeditiously through simultaneous action at the dis- 
trict office level and through Appeals. 

Since the middle of March, taxpayers have been able to request 
early referral to Appeals of any developed unagreed employment 
tax issue that is arising out of an exam. Appropriate issues for 
early referral, if resolved, can reasonably expect to result in a 
quicker resolution of the entire case. 

Finally, we require the approval of the national office for any and 
all large worker classification projects, including projects where the 
issue is the existence of an employer-employee relationship as well 
as those that involve, for example, employee leasing. We have 
taken this action because sometimes these big projects do involve 
large industries, and we want to ensure that we have uniform 
treatment throughout the country. They also often involve difficult 
technical issues, and we want to ensure that they are resolved at 
the national level. 

We have reviewed and approved over a dozen worker classifica- 
tion projects in various market segments through this process, and 
we anticipate that it will make it easier for us to have uniformity 
across the Nation. 

We also as I mentioned, have some concern about compliance. In 
preparing estimates of the employment tax gap, we did develop an 
estimate of the additional Social Security, Medicare, and Federal 
unemployment insurance taxes that would be due if we examined 
all instances of worker misclassification and if all payments to 
misclassified independent contractors had been treated as wages. 

For 1992, we estimate that such retrospective reclassification 
would have produced recommendations of about $3.3 billion in defi- 
ciencies, and after appeals and litigation those deficiencies would 
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have been set at $2.6 billion. I want to underscore those employ- 
ment taxes, Medicare, and FUTA taxes. The estimate does not take 
into account certain factors that offset the revenue loss such as the 
fact that independent contractors in the aggregate do tend to have 
fewer tax-preferred benefits than employees. 

Because income underreporting contributes to the tax gap, I 
think it is also important to note the estimates we have on report- 
ing compliance of misclassified compensation. On the average, 
misclassified workers report about 62 percent of their compensa- 
tion. When 1099 Forms are filed, that greatly improves reporting, 
but that should be contrasted with employees whose wages are 
subject to withholding who report in excess of 99 percent of their 
wages. 

We also want to thank this Subcommittee for your focus on the 
effect of reporting provisions on overall compliance, and we cer- 
tainly welcome the opportunity to work with you and Treasury on 
any proposals that would be directed at improving reporting and 
compliance with the reporting obligations. 

The Internal Revenue Service is taking steps to ensure that the 
classification projects are properly focused on serious deficiencies, 
that our examiners are thoroughly trained in the correct applica- 
tion of the common law standard and section 530 of the Revenue 
Act of 1978, and that worker classification controversies are 
resolved as early as possible. 

These initiatives that I have reviewed for you are all relatively 
new, and I think it is too soon to say how effective they will be in 
actually addressing the problems that have been associated with 
worker classification. However, I do try to regularly meet with in- 
dustry and practitioner groups, and I can report that the initial re- 
sponse to the initiatives has generally been very positive. 

We feel that these programs should ensure impartiality and con- 
sistency by the IRS, and we also want to assure that the current 
law is accurately reflected in worker classification, and we want to 
reduce the burdens on taxpayers. 

I would like to add that in areas like this where tax law interacts 
with business and workers in thousands of different situations, I 
firmly believe that the best way to ensure effective compliance in 
administration is to continue an open dialog between the IRS and 
the community. The positive effects of such a process are reflected 
in our new initiatives, and we continue to be encouraged as we 
move forward. We also want to continue to encourage comments. 

This concludes my remarks. Madam Chairman. We would cer- 
tainly be prepared to answer any questions that you or your 
Subcommittee Members have. 

[The prepared statement follows:] 
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Madame Chairman and Distinguished Members of the Subcommittee; 

I appreciate the opportunity to be here today to discuss the efforts of the Internal 
Revenue Service to make the federal tax system fairer, simpler, and more efficient for 
taxpayers. In particular, I welcome the opportunity to discuss the improvements in 
employment tax administration, the concerns that we have heard from taxpayers, 
particularly small businesses, regarding the issue of worker classification, and what the 
IRS is doing to address these concerns. 

INTRODUCTION 

The classification of workers as independent contractors or as employees is an 
issue of great concern to the business community, the IRS, as well as to workers. How 
a worker is classified for tax purposes under federal and state law has broad 
ramifications - affecting tax liability, social security benefits, retirement, health 
insurance and other tax-favored fringe benefits, unemployment and worker's 
compensation benefits, and labor and occupational safety protections. The participants 
at the 1995 V\/hite House Conference on Small Business identified worker classification 
for tax purposes as one of their greatest concerns. In addition, last year I held a series 
of small business town meetings across the country during which small business 
owners underscored that this issue is of major importance to them. 

I would like to emphasize that in analyzing a worker’s status, the IRS is 
concerned for one reason and one reason only; to perform our mission, which is to 
collect the proper amount of tax revenue in a fair and impartial manner. Unfortunately, 
misclassification frequently results in noncompliance with federal tax laws; thus, it Is an 
important area on which we need to continue to focus our compliance efforts. 

THE COMMON-LAW STANDARD 

Under the Internal Revenue Code, whether a worker is an employee or an 
independent contractor is determined using the common-law standard. This standard 
looks to whether a business has the right to "direct and control” the means and details 
of the worker's activities. 

This standard was explicitly adopted by Congress in a 1948 resolution, enacted 
over President Truman's veto, which amended the Code to provide that the term 
"employee" would not include "(1 ) any individual who under the usual common-law 
rules applicable in determining the employer-employee relationship, has the status of 
an independent contractor or (2) any individual (except an officer of a corporation) who 
is not an employee under such common law rules." H. J. Res. 296 (62 Stat. 438). The 
resolution was enacted in response to proposed Treasury regulations which had 
defined the employer/employee relationship on the basis of the economic dependence 
standard suggested by the Supreme Court's decisions in United States v. Silk . 331 U.S. 
704 (1947) and Bartels v. Birmingham . 332 U.S. 126 (1947). In response to the 
resolution, these proposed regulations were withdrawn, and the prior final regulations - 
which had interpreted the statutory term "employee" on the basis of the common-law 
test - remained in force. 

Applying the common-law standard has always been a difficult task. Courts 
have looked to a variety of evidentiary factors to establish whether the right to direct 
and control exists. Because the common-law standard derives inherently from judicial 
decisions, the Internal Revenue Service and the Social Security Administration many 
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years ago reviewed the case law and listed all the types of evidence on which courts 
had based their decisions. Not surprisingly, different courts addressing different 
industries had considered different types of evidence to be relevant. All these types of 
evidence were placed on a single list. This list was used in training our examiners and 
in training by the Social Security Administration to determine whether workers are 
entitied to social security benefits. The list came to be known as the ‘twenty common- 
law factors' and was ultimately published, many years later, in Revenue Ruling 87-41 , 
1987-1 C.B. 296. 

The list of “twenty common-law factors" was never intended to replace the legal 
standard of the right to direct and control how work is performed. It was merely 
intended as a guide for examiners to use in identifying what evidence might be relevant 
in exploring the existence and the extent of the light to direct and control. 

I would like to emphasize that these factors do not answer the question of 
whether a worker in any specific business situation is an independent contractor or an 
empioyee. They assist in Identifying the evidence that illustrates whether the requisite 
control exists. To apply the factors, our examiner with the assistance of the business 
must first determine what evidence is relevant to the business at issue. Then the 
examiner must determine what evidence is most important. Finally, the examiner must 
consider whether other evidence might be relevant. Clearly, this is not an easy 
process. 

From the perspective of tax administration, the factors courts have used are loo 
numerous, too complex, and often do not fit the circumstances of a particular business. 
However, we will continue to reexamine our approach to employment tax administration 
and look for new and innovative strategies to assure that workers are properly 
classified and that the existing statutory framework is complied with. 

In addition to applying the common-law standard, section 530 must also be 
considered by our examiners. The enactment of section 530, as part of the Revenue 
Act of 1978, resulted in large part from increased IRS employment tax enforcement 
activities in the late 1960s. As a result of these activities, the number of 
reclassifications of independent contractors as employees increased substantially. In 
the view of many taxpayers, these reclassifications were based on a change in the IRS 
position of how the common-law rules applied. In response to these concerns, the 
Statement of Managers of the 1976 Tax Reform Act requested that the IRS "not apply 
any changed position or any newly stated position ... to past, as opposed to future 
taxable years" pending completion of a study by the staff of the Joint Committee on 
Taxation. See S. Rep. No. 1263, 95th Cong., 2d Sess. 210 (1978). 

Section 530 was intended as an interim relief provision, intended to be in effect 
for only one year, while the Ways and Means Committee ‘[undertook] full consideration 
of the issues underlying these controversies next year [1979] in order to formulate a 
proposal for a comprehensive solution.” H.R. Rep. No. 1748, 95th Cong., 2d Sess. 4, 
(1978), 1978-3 C.B. 632. Section 530 was extended several times, then made 
permanent in 1982. However, it has never been codified as part of the Internal 
Revenue Code. 

Section 530 relieves taxpayers from some of the effects of reclassification if they 
have provided required Forms 1099, have treated consistently a class of workers as 
independent contractors, and have relied on some reasonable basis for not treating the 
workers as employees. In addition, section 530 precludes the IRS from issuing any 
regulations and revenue rulings concerning the subject of worker classification. 

I have publicly stated several times that the status of a worker as either an 
independent contractor or employee is a valid and appropriate business choice. It must 
be determined accurately to ensure that workers and businesses can anticipate and 
meet their tax responsibilities timely and accurately. Our examiners should be making 
accurate worker classification determinations under the common-law standard, despite 
its complexity. 

On August 2, 1995, the National Director of our employment tax programs at the 
IRS testified on the subject of worker classification before the Subcommittee on 
Taxation and Finance of the House Committee on Small Business. On that occasion, 
he announced that in response to numerous concerns that had been raised, the IRS 
was developing changes to our approach to the worker classification issue in our 
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employment tax audits to address taxpayer concerns. In the past months, we have 
undertaken four significant initiatives to improve administration in this area and respond 
to concerns expressed by taxpayers. I would like to describe for the Subcommittee 
those initiatives and their status. 

WORKER CLASSIFICATION TRAINING INITIATIVE 

First, we said that we would develop new training materials for IRS examiners 
handling worker classification issues that emphasize the principle that using 
independent contractors can be a legitimate business practice that will not be 
challenged by the IRS. These materials are based on the position I expressed in prior 
hearings - that the IRS, as the tax administrator, has as its sole concern in this area to 
collect the proper amount of tax revenue in a fair and Impartial manner. On March 5, 
1996, we released a draft of the training materials for public comment, the first time we 
have ever requested comments on training materials. This action reflects our 
commitment to impartiality in this area. By the end of the comment period, the IRS 
received over 45 comment letters. I want to thank each person and group that 
submitted comments. 

These comments reflected the reactions of a broad spectrum of the business 
and labor community and included a number of letters from members and 
representatives of the small business community. We were delighted to find that many 
of the comments were strongly supportive of the effort made to provide a clear, even- 
handed approach to this area. We were also pleased that almost all of the 
commentators went on to provide a thorough, thoughtful, and constructive analysis 
making a number of useful suggestions. We are currently reviewing these comments 
and revising our materials to respond to concerns raised. Later in my testimony I will 
discuss specific public comments in more detail. 

We have trained a team of 20 instructors who will conduct training sessions 
during the months of July and August throughout the country for over 800 examiners, 
managers, and reviewers. We will also provide training for all of our general program 
examiners by the end of calendar year 1996. 

The goal of the training materials is to ensure that IRS examiners properiy 
classify workers as independent contractors or empioyees in a manner that is impartial 
and reflective of current law. The training materials provide IRS examiners with the 
tools to do this. They discuss types of evidence that may Indicate whether an 
employer-employee relationship does or does not exist under the common-law 
standard, and guide examiners in determining the types of evidence that are relevant. 
They also address factors necessary to determine whether workers are statutory 
employees. The training materials emphasize that relevant evidence may change over 
time because business relationships and the work environment change over time. 

In addition, the training materials address the application of section 530 of the 
Revenue Act of 1978. Section 530 can, in certain circumstances, relieve employers of 
employment tax liability resulting from worker reclassification, IRS policy requires IRS 
employees to exercise strict impartiality in the conduct of their duties. Thus, not only 
are IRS examiners required to approa^ the issue of worker classification in a fair and 
impartial manner, they are required to actively consider section 530 during an 
examination. Moreover, the training materials make it clear that the business need not 
concede or agree to the determination that the workers are employees in order for 
section 530 relief to be available. 

As I previously stated, in order to ensure that the training materials adequately 
and effectively train our examiners on worker classification issues, we put them out for 
public comment soliciting input from the private sector including small business. I 
would like to take a few moments to mention some of the specific comments and what 
we are doing in response to them. 

We began our draft of the training materials with the philosophy of strict 
neutrality in application of the law. We also began the draft with a strong practical 
concern that business practices are evolving rapidly and that our evaluation of the 
relevant facts and circumstances must also evolve to achieve a fair and impartial result. 
* We state clearly in the materials that independent contractors play a legitimate 

role in business operations. (Page 1-1) 
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* We emphasize the statutory common-law test of right to control and caution 
against a mechanical application of 20 factors. (Page 1-4) 

* We emphasize that the nature of the business is important, and that the factors 
to be considered must be carefully weighed, not counted, with respect to that 
business. (Pages 1-5 and 1-6) 

‘ We require that any agent conducting an employment tax examination make it 
his or her responsibility to raise the issue of whether the taxpayer may be 
entitled to relief under section 530. (Pages 1-1 and 3-33) 

The commentators generally applauded this approach. However, they also 
offered thoughtful and constructive suggestions. We are just completing the process of 
revising the materials to reflect these comments and we have incorporated many of 
these comments into our final materials. A few examples will illustrate the range of the 
comments we have taken into account: 

* We clarify that hourly payment and reimbursement of expenses can be 
consistent with independent contractor status. 

* We make it clear that modem travel and communication systems have made use 
of a home office much less important in determining a worker's status. 

* We state explicitly that a worker may wear both employee and independent 
contractor hats for a business - the worker can be an employee for certain 
services, an independent contractor for other services. 

* We make it clear that a significant segment of the industry does not require a 
majority of the industry, and thus, less than a majority may satisfy the industry 
practice safe harbor. 

* We provide specific instruction about the types of evidence that may support a 
business’ reliance on the industry practice safe harbor under section 530, 
stressing that taxpayer surveys, while valuable, are not essential when other 
evidence is available. 

* We have made it clear that this safe harbor is potentially available to employers 
in those industries that have come into being since 1978. 

* We make clear that a practice may be long-standing even if it has not been in 
effect for ten years or more. 

* We take the position that taxpayers who relied on the advice of a tax 
professional in classifying workers as independent contractors need not have 
investigated the employment tax expertise of the professionals in order to 
establish reliance on some ‘other reasonable basis.’ 

* We provide that a reasonable effort by a business that falls just short of 
compliance with the common-law rules may be enough to establish a reasonable 
basis for purposes of section 530. 

* In addition to requiring examiners to affirmatively raise the possibility of section 
530 relief, we will develop a written plain language summary to section 530 that 
will be required to be provided to taxpayers at the beginning of an examination. 
Also, in response to many comments regarding the difficult issue of whether a 

taxpayer has satisfied section 530 by virtue of reliance on a longstanding recognized 
practice of a significant segment of the industry in which the worker was engaged, we 
have worked with Treasury in developing guidance. This guidance will take the form of 
a proposed revenue procedure on which comments are invited. It will specifically 
address the points I have desaibed above on the appropriate standard for a significant 
segment of the industry, the availability of the industry practice safe haven for 
companies within industries established after 1978, and the recognition that a practice 
extending beyond ten years will be presumed to meet the longstanding requirement. 

Generally all of the comment letters have resulted in useful improvements to the 
training materials. One recurrent comment was not adopted. This comment suggested 
that section 530 relief should be tested without examining the worker’s status under the 
common-law. After thorough analysis, we have not adopted this suggestion. We have 
Included in our training materials a more detailed explanation of why determination of 
worker status is an important tax administration prerequisite for application of section 
530 relief. We also will continue to stress that the taxpayer need not agree with or 
concede to our examiner’s determination of status in order to obtain section 530 relief. 
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We intend to release to the public - again, for the first time ever - the final 
version of the training materials, and we welcome additional comments. It is our 
intention to ensure that our training remains current, and comments from those 
interested in good tax administration can help us do that. It is also our intention to tell 
business owners what we will be looking for in future examinations. This should give 
businesses an opportunity to make more informed decisions on worker classification to 
ensure that they can anticipate and meet their responsibilities timely and accurately. 

As the Business Journal in Memphis, Tennessee noted on May 6, 1996, “[tjelling 
[small] business owners what they’re [IRS] looldng for may be IRS’ best weapon yet.’ 

CLASSIFICATION SETTLEMENT PROGRAM 

In addition to the development of new training materials, we conducted a 
thorough review of our existing employment tax compliance programs. As a result of 
this review, on March 5, we also announced a new initiative, the Classification 
Settlement Program or CSP, which is intended to help reduce taxpayer burden by 
resolving worker classification issues as early in the administrative process as 
possible. CSP will complement the worker classification training initiative I described 
earlier for the Subcommittee. 

The CSP is based on the following key principles: 

• Reclassification of workers who have correctly been treated as 
independent contractors must be avoided. 

• Worker classification issues should be resolved quickly, and as early in 
the administrative process as possible. 

• Worker classification issues should be resolved uniformly throughout the 
country. 

• Resolution of worker classification issues should take into account a 
taxpayer's past compliance with section 530, as well as the common-law 
standard, 

• The IRS’ compliance programs should encourage correct classification 
and correct reporting of payments to workers. 

The CSP helps examiners apply these principles by giving them procedures for 
settling worker classification cases in the early stages of the examination based on an 
appropriate application of the relief provisions contained in section 530 of the Revenue 
Act of 1978. Under the CSP, IRS examiners offer worker classification settlements to 
taxpayers under examination using a standard closing agreement developed in the IRS 
National Office. Generally, these closing agreements provide businesses that filed 
Forms 1099, but do not meet all the requirements of section 530, with an opportunity to 
reclassify workers prospectively, combined with a specified tax assessment not 
exceeding one year's tax liability. 

The amount of the tax assessments made under the standard closing 
agreements depends on the extent to which the taxpayer has satisfied the requirements 
of section 530. For example, a business that has complied with information reporting 
requirements but does not meet any of the other section 530 requirements would 
generally not have a tax assessment under the CSP for more than one year's liability. 

A business that has come closer to meeting all section 530 requirements would have a 
smaller tax assessment. By contrast, under the IRS’ usual examination procedures, a 
business would generally have a tax assessment for all open tax years. Of course, 
taxpayers that meet all the requirements of section 530 would have neither a tax 
assessment nor a request from the examiner to reclassify their workers. 

The graduated settlement offers comprising CSP are intended to simulate the 
results that would be obtained under current law, if the businesses accepting those 
offers had instead exercised their right to an administrative and/or judicial appeal. 

The CSP provides taxpayers with an additional avenue for resolving worker 
classification cases as early in the administrative process as possible. Taxpayer 
participation in the CSP is entirely voluntary, and a taxpayer may accept a CSP 
settlement offer at any time during the examination process. A taxpayer’s rejection of a 
CSP offer in no way affects the outcome of the examination. Moreover, a taxpayer 
declining to accept a settlement offer under the CSP retains all rights to administrative 
appeal that exist under the IRS’ current policies and procedures. 
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The CSP was made available on a two-year basis beginning March 5, 1996, to 
all taxpayers under examination that have filed the required Information returns. The 
IRS will evaluate the success of the CSP In resolving worker classification Issues 
during the two-year period and invites comments businesses and practitioners may 
have on the program. 

EARLY REFERRAL OF EMPLOYMENT TAX ISSUES TO APPEALS 

Also, on March 5, 1996, the IRS issued Announcement 96-13, 1996-12, 

I.R.B. 33, which contains the procedures for the early referral of employment tax issues 
to the IRS Appeals function. The purpose of early referral for employment tax issues Is 
to resolve them more expeditiously through simultaneous action by the District Office 
and Appeals. As of March 18, 1996, taxpayers may request early referral to Appeals of 
any developed, unagreed employment tax Issue arising from an examination that is 
under the jurisdiction of the District Director. Early referral of employment tax issues to 
Appeals is: 

• Entirely optional, 

• Initiated by the taxpayer, and 

• Subject to the approval of both the District Director and the Assistant 

Regional Director of Appeals. 

Appropriate issues for early referral include those that, if resolved, can 
reasonably be expected to result in a quicker resolution of the entire case and that both 
the taxpayer and District Director agree should be referred to Appeals early. 

Therefore, early referral may not be available for every employment tax issue. 

The IRS has put the new early referral procedures into effect for a one-year 
period, during which time businesses and their representatives are invited and 
encouraged to provide feedback on the usefulness of the program. 

NATIONAL OFFICE INVOLVEMENT IN WORKER CLASSIFICATION PROJECTS 

Finally, we announced that we were requiring the approval of our National Office 
here in Washington of all large worker classification projects. This includes projects 
where the Issue is the existence of an employer-employee relationship as well as those 
where the Issue is the identity of the employer, for example, employee leasing. We 
have taken this action because these projects often involve an entire industry and we 
want to ensure uniform treatment of all affected taxpayers. These projects may also 
involve difficult technical issues, the resolution of which may require input from National 
Office staff. This review also ensures that any proposed project involving worker 
classification focuses on serious deficiencies, such as massive reclassification of 
workers, lack of information reporting or failure to deposit withheld trust fund taxes. In 
addition. National Office approval ensures that project members seek input from 
business people in the affected industry, and that all project members have been 
trained in the fair and impartial application of the existing statutory scheme of worker 
classification. Currently, the National Office has reviewed and approved over a dozen 
worker classification projects in various market segments. 

TAX NONCOMPLIANCE 

The Subcommittee has requested information on the amount of noncompliance 
attributable to misclassification of workers. Unfortunately, such estimates would be 
difficult to develop but we do have information that indicates the magnitude of the 
problem. 

In preparing estimates of the employment tax gap, we developed an estimate of 
the additional social security, Medicare, and federal unemployment insurance taxes 
that would be due if the IRS examined all instances of worker misclassification, and if 
all payments to misclassified independent contractors had been treated as wages. For 
1 992, we estimate that such retrospective reclassification would have produced 
examiner recommendations of $3.3 billion in deficiencies and that after appeals and 
litigation those deficiencies would have been set at $2.6 billion. 

We recognize, however, that the $2.6 billion overstates, by an undetermined 
amount, the employment tax shortfall from worker misclassification. First, when 
workers are treated as employees, some of their compensation is received in the form 
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of fringe benefits which are not subject to tax. Thus, if workers are reclassified from 
independent contractor to employee status, only some of the gross payments they 
received as independent contractors would be taxable wages. To the extent that some 
compensation would be nontaxable fringe benefits, the $2.6 billion loss is overstated. 

Second, some worker misclassification results from legitimate uncertainty about 
the worker's status. That is what we are discussing today. Other misclassification 
appears to be intentional and may, In fact, merely be used as an excuse for outright tax 
evasion. We do not know what portion of the tax loss from worker misclassification is 
attributable to each cause. It seems reasonable, however, to assume that a 
disproportionate amount of the underreporting of income is attributable to those who 
are intentionally misclassified. 

However much we reduce the $2.6 billion for these two factors, we need to 
recognize that the $2.6 billion is only the employment tax gap. The IRS estimates that 
for 1 992 the income tax gap from misclassification is at least $1 .6 billion, but would be 
similarly reduced. 

Thus, although there is uncertainty about the tax loss from misclassification and 
the consequent amount of increased noncompliance, we are certain that it is a 
significant amount, and is certainiy worth expending the resources IRS has been 
devoting to it. 

Other studies show that misclassified workers report only 62% of their 
compensation, but that the actual filing of Forms 1099 greatly improves reporting. 

Where Forms 1099 were filed, 77% of misclassified compensation was reported; where 
there were no Forms 1099, only 29% was reported. The IRS data also show that 
reporting is lower for misclassified workers than for independent contractors in general. 
Overall, independent contractors report 97% of income when Form 1099 are filed and 
83% when Form 1099 are not filed. Workers whose income is subject to withholding 
report over 97% of income. 

Noncompliance Remedies 

As I stated, IRS studies show that when taxpayers are aware that the IRS has 
received information reports on payments made to them, taxpayers are more likely to 
file tax returns and accurately report their income. By improving the information- 
reporting requirements and compliance with those requirements, we couid better 
address this noncompliance problem. In fact, the Administration’s fiscal year 1997 
budget includes two legislative proposals with that objective. First, federal executive 
agencies would be required to report payments of $600 or more to corporations for 
services rendered, with appropriate exceptions as prescribed in regulations. Second, 
the penalty (currently $50) for failure to file an information return, including a return 
reporting payments for services, generally would be increased to the greater of $50 or 
5 percent of the amount required to be reported. 

I would like to thank the Subcommittee for its focus on the effect of the reporting 
provisions on overall compliance. We would welcome the opportunity to work with you 
on any proposals directed at improving reporting and compliance with reporting 
obiigations. 

CONCLUSION 

The Internal Revenue Service is taking steps to ensure that worker classification 
projects are properly focused on serious deficiencies, that our examiners are 
thoroughly trained in the correct application of the common-law standard and section 
530 of the Revenue Act of 1978, and that worker classification controversies are 
resolved as early as possible. The tax administration initiatives I have reviewed for the 
Subcommittee are ail relatively new, and it is too soon to say how effective they will be 
in addressing the probiems associated with worker classification. However, I reguiarly 
meet with industry and practitioner groups, and I can report that the initiai response to 
these initiatives has, overail, been very positive. We feei that these programs should 
ensure impartiality and consistency by the IRS in reviewing classification of workers as 
empioyees or as independent contractors, assure that current law is accurateiy 
reflected in classification, and reduce taxpayer burden. 

I would like to add that in areas like this, where tax iaw interacts with businesses 
and workers in thousands of different situations, I firmly believe that the best way to 
ensure effective compliance and administration is to maintain an open dialogue 
between the IRS and the community. The positive effects of this process are reflected 
in our new initiatives and we continue to be encouraged as we move forward. 

This concludes my prepared statement, Madame Chairman. I wouid be happy to 
answer any questions you or other members of the Subcommittee might have. 
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Chairman JOHNSON. Thank you both for your testimony. I appre- 
ciate your thoughtfulness and your leadership, and I am impressed 
with the changed nature of our dialog on this subject, and it should 
remind people that when we do things like the White House con- 
ference or when there is a real problem developing, there is in de- 
mocracy a way to address it, and both the response of the executive 
branch and the legislative branch do reflect the sensitivity of 
government to the concerns of the people. 

There are several specific questions I would like to ask you. First 
of all, have you reviewed — this is to both of you — ^the provisions 
adopted by the Senate, and do you have any comment on them? 

Ms. Richardson. I understand there were some changes yester- 
day, and I haven’t had a chance to thoroughly review them, but we 
are concerned, as I think Treasury is, about some of the provisions, 
and whether or not they will address the fundamental problems 
that we have today in the worker classification area. 

One of the concerns is that, we do need to have objective criteria 
in as many situations as we possibly can to avoid some of the dis- 
cussions and reviews that we have today. 

I know there is a provision that would require us to provide writ- 
ten notice of the provisions of section 530. That is a part of our pro- 
posal in the revenue procedure, and we will be making that. 
Whether that passes Congress or not, that will be something that 
we will be doing, beginning very shortly. 

Chairman Johnson. Thank you. 

In other words, in light of your testimony today, the Senate pro- 
posals do not go far enough? 

Ms. Richardson. Correct. 

Chairman Johnson. I guess that would be my understanding. 

Ms. Richardson. Correct. We would be happy to provide more 
specific comments when we have a chance to digest what happened 
yesterday. 

Chairman JOHNSON. Also, Mr. Lubick, would you be prepared to 
provide us with legislative language for the suggestions that you 
made within the next few days? 

Mr. Lubick. We could perhaps provide detailed specifications, I 
think. 

Chairman Johnson. But, I would prefer legislative language. In 
the end, that is what we have to do. We are rather late in this ses- 
sion. We are going to act on this issue, and if you could provide us 
with a legislative draft of just the suggestions you proposed. 

It is my personal understanding that this Senate language does 
not go far enough. I think in view of the work that you have done, 
we can actually move beyond that, but I do want to get language 
that we all think will be intelligible and help to radically reduce 
the gray area, and I would like to get that out there as soon as pos- 
sible so people have a chance to respond to it. 

So, the more legislative language you can provide us, the better 
off we will all be. 

Mr. Lubick. We will try. Madam Chairman, you recognize, of 
course, that at least one of my suggestions was administrative. 

Chairman Johnson. Yes, I do understand that, but I think the 
first two were legislative, were they not? 
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Mr. Lubick. Yes, there were some legislative ones. We will try 
to be responsive. 

Chairman Johnson. The other thing I would like your specific 
comment on, there were some very specific recommendations in 
Rep. Jay Kim’s bill in regard to reform to section 530. 

Now, you have touched on some of those same issues, the Senate 
has touched on some of those same issues, and we just want to see 
where the best language is now and where it is easiest to start 
working from. 

I was very interested in your testimony that you think it would 
be possible to repeal the 20-factor test. That would be, I think, a 
great accomplishment, but of course, we have to put something 
clear in its place. 

Mr. Lubick. Correct. That would require us to work with the 
Service very closely to come up with something that they can live 
with as well. 

Chairman JOHNSON. Yes. 

Mr. Lubick. We intend to do that. 

Chairman Johnson. There are a couple of things that I want to 
get on the record. Since it is our experience that those who report 
their 1099s are reporting 97 percent of their income, why has there 
been a focus of the compliance programs of the past on 1099 report- 
ers, and will you be able to target your compliance efforts in the 
future on the noncompliers, those who aren’t reporting? 

Ms. Richardson. We certainly do plan to have a balanced 
program. 

I think that our numbers show that where forms 1099 have been 
filed, about 77 percent of the misclassified compensation was re- 
ported. When there is no 1099, it is much lower, and then in cer- 
tain segments, it can be even lower than that, but we are not just 
focusing on people who file 1099s. 

Mr. Washburn. Yes. I might add to that. 

Chairman Johnson. There does seem to be some difference of 
opinion as to the amount of income reported by those reporting 
their 1099s. The government Operations Report claims that those 
who do report their 1099 Forms, that in that category, workers re- 
port 97 percent of their income. So, I think we want to get clearer 
on that as we go forward and how much of our resources we need 
to focus on 1099 reporters and how much we need to focus on non- 
reporters. 

Mr. Washburn. I wanted to just add, to respond to your question 
about why we focus on people who receive 1099s. That is just one 
of the tools that we use to identify possible misclassification, and 
GAO in a report, I believe it was 1991, recommended that we do 
that because it is a good way of looking at a worker who receives 
all of their income on a 1099 from one business. It raises a question 
that it is possible that he or she is an employee. It does not state 
that he or she is an employee. 

It just raises a question, but we also initiate examinations based 
on SS-8s which are requests for a determination that employees 
normally submit concerning their status. We also raise the issue as 
part of our regular income tax examination. So there are a variety 
of ways in which we identify this potential problem. 
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Chairman JOHNSON. It does seem to me that the largest revenue 
loss would be among those not reporting their 1099s. How do you 
reach that group? 

Mr. Washburn. You are correct. The largest revenue loss is sta- 
tistically by misclassified workers who do not receive a 1099. In 
fact, a study that we did in the past shows that the compliance 
level for that group is only about 29 percent. The ones who receive 
the 1099s is about 77 percent. So, it averaged out at about 62 
percent. 

Chairman Johnson. But the average clearly isn’t the issue. 

Mr. Washburn. Correct. 

Chairman JOHNSON. I mean, you need to look at the 29 
percenters. 

Mr. Washburn. Correct. When we begin an examination, we do 
not know initially whether 1099s have been issued. In some cases, 
they have, in some others cases, they have not. Of course, our new 
Compliance Classification Settlement Program reflects that if a 
business has issued 1099s, then the settlement program applies to 
them. It is where they haven’t issued 1099s that we do not grant 
them the benefits of the settlement program. So, the examination 
looks at all aspects of the issue. 

Chairman JOHNSON. The Commissioner mentioned that it was 
her goal to have the government neutral in regard to these things 
as long as you paid your fair share of taxes. Why do you care if 
somebody is an independent contractor or an employee just because 
they work primarily for one company? What is the tax loss? 

Ms. Richardson. We would not care as long as they were prop- 
erly classified and properly reporting. 

Chairman JOHNSON. We did have extensive testimony from those 
who install cable at our last hearing and in the instance of the 
cable industry, they had always been independent contractors. The 
people who lay the cable had always been independent, partly be- 
cause cable companies lay cable periodically and depending on 
their ability to invest in that kind of capital expansion. There was 
no history of any other relationship. 

So, why did you choose to go in? They were all doing their 1099s. 
The compliance was there. What would motivate the IRS, then, to 
go in, especially in view of the section 530 safe harbor language? 
What would have motivated the IRS to go in and try to reevaluate 
all of these? What does it matter to you? I think government 
should be neutral, and my understanding is — and we talked about 
this yesterday. Commissioner. We will get back to this, but you are 
doing this now in terms of doctors that practice within a hospital. 
They pay their own malpractice. They set their own hours. They 
do not receive employee benefits and so on and so forth. 

I mean, why would we devote our compliance efforts to going into 
relationships that are already established, have been longstanding, 
people who are doing their 1099s, they are clearly paying their 
taxes, when we have a 29-percent down here, a compliance prob- 
lem, with people who aren’t doing their 1099s and almost certainly 
are not paying their fair shares? I do not get it. 

Ms. Richardson. Unfortunately, the cable issue is one that I be- 
lieve is subject to section 6103 because there are some open cases 
on that. We would be happy to brief you and the Subcommittee 
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Members and your staff in private about that, but as a general 
proposition 

Chairman JOHNSON. Yes. I will take the general proposition. 

Ms. Richardson. Clearly, physicians, lawyers and other kinds of 
personal service providers, can have different kinds of employment 
relationships. They can be independent contractors. They can be 
employees. They can sometimes be both with different hospitals or 
different situations. 

There is not just a general rule that necessarily applies to all 
doctors, but you are absolutely right that we are trying to find 
ways to devote our resources to the areas where we have the high- 
est level of noncompliance, and clearly, as Mr. Washburn testified, 
where we have no information reporting and no withholding, those 
are the areas that we have the highest noncompliance, and we are 
trying to find ways to identify those industries or market segments, 
if you will, and then spend our energies there. 

Chairman JOHNSON. I do appreciate how difficult it is to do that, 
but I do want a clear answer on why the IRS made the decision 
and is continuing to make the decision to go into areas where there 
have been longstanding relationships and it is unlikely you are 
going to get any more money. That just does not make sense to me. 

Now, I agree with my colleague, Mr. Matsui, and with the senti- 
ments expressed by Mr. Kleczka that we do not want to change 
this law in a way that identifies this business to spin people off be- 
cause there are some very real disadvantages to being an independ- 
ent contractor. There are some advantages, but I do need a better 
explanation, particularly in light of this information about examin- 
ing hospitals and doctors because that may be another cable issue. 

When section 530 was supposed to specifically say if this is the 
way you have always been doing it, we are not interested in coming 
in, we are interested in whether you file your 1099s and whether 
you are paying your fair share. Those are two different issues, but 
why are you initiating these, launching these efforts into areas 
where we have clear compliance? What does it matter to us if they 
are one thing or another? 

Ms. Richardson. In both of those areas, we would be happy to 
come up as soon as you like and brief you and the other Sub- 
committee Members. 

Chairman JOHNSON. Can you give me a broader, general under- 
standing of the rationale by which the IRS decides to go into an 
area where there are primarily people paying their taxes to deal 
specifically with reclassification? 

I understand that we want people to pay their fair share. Why 
does reclassification matter if they are paying, they are reporting 
their income? 

Mr. Brown. Mrs. Johnson. 

Chairman JOHNSON. Yes. 

Mr. Brown. May I respond to part of that? 

Chairman JOHNSON. I would be happy to have you respond. 

Mr. Brown. I think you have to distinguish between the aggre- 
gate numbers for compliance in particular parts of the industry and 
the case-by-case situation. In any particular situation, a taxpayer 
or an employer may have different tax results from treating their 
workers as either employees or independent contractors. 
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One difference, of course, is that you have the SEGA taxes versus 
the employee being liable for only half the FICA taxes. You have 
the impact of the 2 percent 

Chairman JOHNSON. Just to that point because I think this is the 
guts of this matter, I mean, from the point of view of what the IRS 
is choosing to do. 

Under one category, you pay half of those taxes because that is 
the law. Now, if that is not a good law, we should change that law, 
but that should not be a reason why you seek to reclassify. Do you 
understand what I am saying? 

Mr. Brown. I think so. If an employer, if a business has a work- 
er working for them and they improperly classify that worker as 
an independent contractor and the worker is, in fact, an employee, 
the business would have failed to pay the employer’s share of the 
FICA taxes, and even though that might be made up, in part, in 
gross revenue terms by the worker’s payment of the SEGA taxes, 
the liability wouldn’t be falling on the right person. While you 
might say that over time that difference would balance out as peo- 
ple adjust their behavior, looking at an individual case that has al- 
ready occurred, you have that part of the liability falling in the 
wrong place. 

There are two or three other points. 

Chairman JOHNSON. 'There is no loss of Federal revenue. 

Mr. Washburn. There is a loss of revenue. In other words, if you 
have an employer and an employee who generally both believe that 
there is an independent contractor relationship, the worker gen- 
erally pays more, because they are paying SEGA tax, which is more 
than they would have paid had they only paid one-half the FICA. 

On the other hand, what they pay in addition to SEGA tax does 
not offset the employer’s share of the FICA, and the reason for that 
is that em independent contractor is entitled to deduct certain ex- 
penses without the 2-percent limitation that an employee cannot 
deduct. In addition, an independent contractor can deduct one-half 
of the SEGA tax. So, there is a revenue in that. 

Chairman Johnson. That is exactly my point. The revenue loss 
was legislated by the Congress because we thought it was fair. So, 
you should not try to reclassify someone to up the revenue when 
the Congress has legislated the policy that if you are in this cat- 
egory you pay less because you can take certain deductions. 

Mr. Washburn. I am not talking about the section 530. I am just 
talking about where there has been misclassification and section 
530 does not apply. 

If section 530 applies, the revenue loss is larger, but you are ab- 
solutely correct that is the intention of the Congress. 

Chairman Johnson. The policy that I am challenging, what I 
need to understand because I do not accept, is your decision to go 
into areas where relationships have been long established, and yes, 
people are independent contractors, and yes, consequently under 
the law they are able to deduct business expenses. So, yes, there 
is a small revenue loss because they are independent contractors. 
That does not justify your focusing on going in and trying to reclas- 
sify them because under section 530 they clearly were not intended 
to be the focus of classification change. 
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I understand that there are some people who are being classified 
and treated unlike other employees in order to get them out from 
under, but, you see, launching an initiative into a whole industry, 
or a whole group or type — “industry” is too broad a word — ^who 
have been consistently treated a certain way, to say they are not 
paying their fair share, this is not a rationale that holds up. They 
are paying exactly the share we legislated they should pay. 

So, revenue cannot be a reason for launching that investigation. 
It cannot be a justification. Section 530 safe harbor isn’t a justifica- 
tion. So, why do you do it, especially when you have a 29 percent 
compliance rate in the other categories? 

Do I make myself clear? I am not a tax lawyer and I am not an 
expert, but I am concerned about what we are doing in terms of 
trying to get better compliance in an area where clearly there are 
problems. 

Ms. Richardson. I certainly cannot speak to all of the practices 
that have happened in the many years that have gone by, but I do 
know that in some of the areas that you have talked about, as well 
as some that we are looking at, there are practices in the industry 
that may vary from one part of the country to another. Sometimes, 
certainly even within an industry, practices vary. 

What we need to do is take a closer look. There may be more 
than one side to this story, at least the one that you mentioned this 
morning, and I think that, at least based on information that we 
have had brought to our attention perhaps there isn’t a nationwide 
practice. 

Chairman Johnson. Thank you. 

Ms. Richardson. That is the justification for taking a closer 
look. 

Chairman Johnson. I think you do get my concern. 

Mr. Kleczka. 

Mr. Kleczka. Thank you. Madam Chairman. 

I think it is an interesting question that is posed by the 
chairperson, and the question, if I might paraphrase, is when it 
comes to an independent contractor, who cares. Well, I think we all 
should care, and in fact, I am not here to defend the IRS. We will 
let my friend Mr. Traficant do that, but nevertheless, I would think 
that your charge euid your mission is tax law compliance, and as 
part of that law, there is a section dealing with how we term inde- 
pendent contractors. 

If, in fact, there might be a question, then we go to section 530 
and see if it fits into that category. So, who cares? You should care, 
because you are being paid by the taxpayers to do this not only in 
this area, but naturally all tax areas. 

When it comes to the employee, let us talk about what the dif- 
ference between an employee and an independent contractor is. Let 
me just run through some things that are out there in the market- 
place when it comes to employees and independent contractors, and 
let me ask the Commissioner to respond. 

Let us try this one. Does an independent contractor benefit from 
wage and welfare benefits? 

Ms. Richardson. No. 

Mr. Kleczka. I meant pension. 

Ms. Richardson. The legislation. 
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Mr. Kleczka. OK. Does the independent contractor from the 
employer or from the owner of the business get any pension or wel- 
fare benefits? 

Ms. Richardson. Typically not. 

Mr. Kleczka. Health care coverage? 

Ms. Richardson. Typically not. 

Mr. Kleczka. Unemployment compensation? 

Ms. Richardson. No. 

Mr. Kleczka. Worker’s compensation? 

Ms. Richardson. No. 

Mr. Kleczka. Vacation, sick, family emergency leave? 

Ms. Richardson. T3T)ically, they would not. 

Mr. Kleczka. Are they covered under the minimum wage protec- 
tions? 

Ms. Richardson. I do not believe so. 

Mr. Brown. No. 

Ms. Richardson. No, I do not believe so. 

Mr. Kleczka. How about Fair Labor Standards Act, overtime 
protections, overtime benefits? 

Ms. Richardson. No. I think that applies only to employees as 
well. 

Mr- Kleczka. How about protections under OSHA? 

Ms. Richardson. No. 

Mr. Kleczka. Workplace protections, occupational protections? 

Ms. Richardson. No. 

Mr. Kleczka. Any anti-discrimination protection under EEOC? 

Ms. Richardson.I am not as familiar with that. I think it typi- 
cally applies to employees, but there may be a broader definition. 
So, I am not an authority on that: 

Mr. Kleczka. OK. How about the right to collectively bargain? 

Ms. Richardson. Typically, that is an employee-employer 
relationship. 

Mr. Kleczka. Well, as I went through this list, who cares? I care, 
and I think a lot of people around this country care if, in fact, it 
is an independent contractor-type arrangement that has precedent, 
that is the norm in the industry. I do not care as long as that per- 
son pays his just debts and the independent contractor pays the 
taxes, but for the workers who are being reclassified in an attempt 
on the part of the employer to save all of these benefits, I thiiik 
that is very serious and we should all be concerned about that. 

Let me go back to something Mr. Lubick said. What was your 
statement when it came to common law and the 20 factors? Did 
you say we should abolish them or repeal them? I do not know if 
we can repeal common law. 

Mr. Lubick. My suggestion was that we can do it better. The 20 
common law factors, as the Commissioner stated, was not intended 
to be more than a catalogue that might be instructive as to things 
that have happened in various court decisions. I do not think it 
was ever intended that one employer would sit down and read that 
summary like a statute. 

We have been prohibited from issuing guidance and interpreta- 
tion to try to help people, and we do try to help people. We could 
withdraw that revenue ruling because it was published in a context 
where we are not prohibited from giving guidance, but it seems to 
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me that it is the intent of Congress that we be restrained back in 
1978 from rocking the boat, basically, by issuing new rules and 
regulations. 

Well, 20 years have passed without anybody knowing what we 
think the differentiating factors should be between employees and 
independent contractors and what weight should be given to var- 
ious things. We think we can do better. 

Mr. Kleczka. Let me ask this, then. Would you favor avoiding 
the common law analysis if, in fact, section 530 is available to em- 
ployees, i.e., one or the other and not both? 

Mr. Lubick. Well, there are many situations where section 530 
does not apply, at least it purports not to apply unless there is rea- 
sonable reliance on a number of factors. Therefore, section 530 pro- 
vides and was intended to provide temporarily, only a different set 
of rules for one group of workers from those identically situated 
where the employers didn’t fall within section 530. So, that has 
produced a strain, and if you are talking about those workers that 
are not working for employers entitled to section 530, they are very 
much in need of guidance and a restatement and an up-to-date ex- 
planation of the differentiation. It seems to me it is long overdue. 

Mr. Kleczka. Thank you. 

Con^missioner, is it possible for an IRS audit to grant independ- 
ent contractor status to a competitor in an industry in which a ma- 
jority of the other competitors have an employee-based work force? 

Ms. Richardson. Yes, I believe it would be as long as the people 
working for that business met the criteria, and the common law 
standard is about the right to direct and control the activities of 
the worker. 

If you didn’t do that, if you didn’t, in effect, have that right to 
direct and control, but you told them what the results were that 
you wanted and said, here, go do the job and come back, and in 
that industry that is the way they handle their workers, whereas 
in every other industry people were told exactly how to do it and 
maybe provided with the tools and a whole host of other things 
that tend to be criteria looked at. Then, yes, we would be perfectly 
within our rights and it would be absolutely appropriate to classify 
those workers as independent contractors. 

Mr. Kleczka. But there would have to be some differentiation 
between the two competitors, i.e., how they handle their work force 
and how they handle their contractors, right? 

Ms. Richardson. Correct. I will say that I am frequently ap- 
proached, as are other people at the IRS, by businesses who feel 
that they are being put at a competitive disadvantage not because 
their competitors are properly treating their workers as independ- 
ent contractors, but because they have taken workers who were 
employees one day, continued exactly the same relationship, and 
reclassified them as independent contractors the next day, and they 
are then put at a competitive disadvantage because they continue 
to pay and treat their workers as employees. 

Mr. Lubick. Mr. Kleczka, may I add to that? 

Mr. Kleczka. Sure. 

Mr. Lubick. Your point is that we may have two employers with 
workers that are identically compensated, working under identical 
conditions. One employer before 1978 treated its workers as em- 
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ployees. That employer is never entitled to section 530. Another 
worker, prior to 1978, gave a looser interpretation to the common 
law definition and treated its employees as independent contrac- 
tors. The situation was then frozen. 

I have been in many situations where there are competitive dis- 
advantages, and those employers that have to continue their classi- 
fication as employees have felt seriously disadvantaged by the ex- 
tension of the permission of the others to continue as independent 
contractors. I do not think anybody could disagree that in the long 
run we would all be better off if we could have a means of charac- 
terization that would allow us not to rely on section 530, but to be 
able to do the job right. That is what Congress had in mind when 
it adopted section 530. It wanted to take time out, we will freeze 
the situation for the moment, and then we will work out a rule 
that everyone can live with and everyone will be on the same level 
playingfield. That hasn’t happened. 

Mr. Kleczka. But the situation I am thinking about is, let us say 
the employer with employees is pre-1978 and agrees that that is 
the way the situation should be, these are actual employees. Now 
a new company starts. A competitor starts who has taken a dif- 
ferent track even though the independent contractors do everything 
that the older competitor’s employees do. All right? There is where 
the abuse is coming in today. 

So, now what you are doing is you are forcing the older competi- 
tor, the older business, the pre-1978 business, to start looking 
around at how he can or she can avoid the employment laws and 
move for competition purposes like his new competitor to independ- 
ent contractors, and that is a situation we are seeing out there in 
the real world. I will tell you, it is very unhealthy. It is an impetus 
for the employer to do so but it is unhealthy for the work status 
and the benefits, as I enumerated before, for the poor employee. 

Ms. Richardson. If they are performing precisely the same tasks 
and have the same arrangements and they are directly in 
control 

Mr. Kleczka. A company gives them a job just like the other 
company, yes, it is really close. 

Mr. Lubick. That is absolutely the situation. You can have two 
persons who are in exactly the same situation, but because of some 
classification decision that was made before 1978, before section 
530, the situation is frozen, and one employer can go in an abso- 
lutely opposite direction from the other. 

Mr. Kleczka. Now, is there any possibility under current law for 
an input by one of those competitors? Let us say you are doing an 
employee classification and a dispute in an industry arises. Can I 
as the employer with employees say, hey, wait a minute, you are 
moving on tliis classification, I think it is wrong? Is there any 
public input of that nature available? 

Mr. Lubick. It can only go to you, sir. 

Mr. Kleczka. OK. Thank you. 

Ms. Richardson. We actually get a fair amount of information 
about practices in various segments of industries based on people 
who are concerned about the competitive pressures. 

Mr. Kleczka. Thank you. Madam Chairman. I have other ques- 
tions, but I think we better let some of the other Members share. 
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Chairman JOHNSON. Mr. Hancock. 

Mr. Hancock. Thank you very much. 

There is a definite trend, and it has been going on for several 
years, moving more and more that the employers want to go with 
the independent contractors. What is the rationale for that? In your 
judgment, why are employers wanting to go on an independent con- 
tractor basis? 

Mr. Lubick. I would say in some cases employers do not wish to 
assume the paperwork burden of complying with various laws. 
They may not be tax laws. They may be other State regulatory 
laws. In some cases, they may feel that they do not want to include 
these workers in their pension plans and they want them to pro- 
vide for their own pensions. It may be health care costs. In some 
cases, it may be that there is a tax avoidance motive. There are 
certainly situations where employers and workers have gotten to- 
gether and say if you are independent I will not have to withhold 
on you or pay social insurance taxes, and you can do what you 
want. There are those cases. 

I have just spent 2 years working in countries in Eastern Eu- 
rope, and believe it or not, now that they are developing their own 
tax systems, they face this problem. It is very serious. Part of their 
problem is that they have social insurance contributions that may 
come up to 60 percent of payroll. 

If you have got to pay a 60-percent tax on payroll and an income 
tax withholding as well, I can clearly understand why the degree 
of noncompliance reaches astonishing proportions. 

Mr. Hancock. Mr. Lubick, I hope that you are studying that sit- 
uation over there to avoid it in this country rather than to imple- 
ment it. 

Mr. Lubick. I absolutely agree with you. That is one of the 
things that we have been recommending. 

Mr. Hancock. In the real world of the small business man, one 
of the problems you have is the classification of employees even as 
far as wage and hour is concerned, a definition of who is a manager 
and who is an employee, and you never know for sure. 

Wage and hour, when they come in, I can fully understand why 
someone would switch. I haven’t had any problem with it, but I am 
familiar with a lot of situations where once they come in, the small 
business man who has complied, in considering the employees, says 
I am going to go on an independent contractor basis if I can other- 
wise wage and hour will be running my business rather than me 
running it. 

So, it would appear that as long as we continue to have all of 
the regulatory compliances, the question marks, the audits, the 
people that are almost put out of business as a result of an unin- 
tentional error and the big penalties and that type of thing, that 
there is going to be more and more trend toward this effort of inde- 
pendent contractor. 

Another question that I would like to ask Mr. Wagner — is that 
right? 

Mr. Washburn. Washburn. 

Mr. Hancock. Washburn. I beg your pardon. 

You indicated that if an individual income tax return comes in 
and there is one Form 1099, you would look into that type of situa- 
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tion more from the standpoint of classification than you would 
otherwise. 

Mr. Washburn. No. What we actually have a database of all of 
the Form 1099s that are filed, and we would make a computer-type 
run against a return to see if all of the income of a particular busi- 
ness was from one Form 1099, Again, that is just one of many ways 
that we identify potential cases. That is our job to try to identify 
potential problem cases. It does not mean there is a problem, but 
it just causes us to take a look at it. 

Mr. Hancock. Once that particular problem is identified, that 
does not automatically cause a looking into the issue or the Form 
1099, does it? 

Mr. Washburn. No. Again, we have priorities. We have workload 
inventories. If a revenue agent was actually assigned the case, the 
revenue agent would make a judgment as to whether he or she 
wanted to pursue it, and if so they would usually send the business 
a letter, follow it up with a telephone call, and begin an audit. An 
audit is a gathering of the facts to see if there was a problem, and 
the audit, by the way, would usually be of the employer. I need to 
clarify that. 

Mr. Hancock. I see the lights on. Can I ask one more question? 

Chairman JOHNSON. Yes. 

Mr. Hancock. Ms. Richardson, we recently held hearings on the 
Federal debt collection, the tax collection issues, and a significant 
portion of the tax debt has been classified by the Internal Revenue 
as currently not collectable. How much of that is attributable to 
payroll taxes on bankrupt taxpayers, and do you have any break- 
down on what portion of these pa 3 nroll taxes are from IRS reclassi- 
fication determinations which resulted in the actual bankruptcy of 
these companies? 

Ms. Richardson, i actually do not have those figures in my 
head, but I will be happy to get them to you. I do not know that 
we have them broken out by that second category, but I can tell 
you how many are payroll taxes in the bankruptcy situations. 

[The following was subsequently received:] 

As of September 30, 1995, the currently not collectible (CNC) inventory equaled 
$87.4 billion (not including $6.3 billion of Trust Fund Recovery Penalty assessments 
that are potentially dupUcative). Employment taxes comprised $29.3 billion of the 
$87.4 billion CNC. 

For the same time period, $8.7 billion of the $87.4 billion was determined to be 
currently not collectible due to bankruptcy. Employment taxes comprised $3.4 bil- 
lion of the $8.7 billion that was not collectible due to bankruptcy. Out data does 
not allow us to determine what portion of these payroll taxes are from IRS reclassi- 
fication of workers that resulted in the actual bankruptcy of these companies. 

Mr. Hancock. But there have been situations where a reclassi- 
fication of employees have caused companies to go bankrupt. 

Mr. Washburn. Yes. There have been cases where audits have 
created deficiencies that may cause a taxpayer to go bankrupt. 

Ms. Richardson. We will get whatever information we have. 

Mr. Hancock. Thank you. 

Chairman Johnson. Mr. Cardin. 

Mr. Cardin. Thank you. Madam Chairman. 

Mr. Lubick, let me try to clarify your position, if I may. 
Chairman Johnson has asked for you to submit certain suggested 
legislation to this Subcommittee. You have indicated that currently 
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the section 530 relief is inadequate; that we cannot continue that 
indefinitely; that it has created inequities in the field. You also 
have pointed out in your testimony, your written testimony, that 
experience suggests that it is difficult to devise one simple specific 
statutory definition or safe harbor that applies appropriately to the 
varied existing worker relationships and occupations. Therefore, let 
me just ask, is Treasury suggesting that there is need for a statu- 
tory response in this matter or not? 

Mr. Lubick. We believe that a statutory approach that tries to 
set a bright-line safe harbor or a bright-line definition is going to 
fail because it will not cover all the situations. It will be manipu- 
lated by clever and even not-so-clever lawyers. 

I can give you an illustration. For example 

Mr. Cardin. I understand that you are concerned about the safe 
harbor or a specific set of circumstances that would clearly define 
an independent contractor relationship. 

I guess my point is, what type of statutory approach would you 
propose, or would you prefer to address this issue by rule and regu- 
lation, and can you do it by rule and regulation? 

Mr. Lubick. I think we can give much better guidance than is 
out there now as to how a recipient of services or an employer, 
without trying to beg the question, can deal with the classification 
situation, how he can use the factors that courts have used in a 
much more intelligible way than the present 20 common law fac- 
tors. We can do that without the benefit of any legislation. 

It seems to me there are still going to be contentions. There are 
still going to be differences. If, however, the consequences of those 
differences are not devastating to the point of causing a business 
to collapse under the weight of a retrospective assessment and if 
the business feels that there is available in the event it cannot ne- 
gotiate with the IRS a reasonable solution, if there is an impartial 
judge at the end of the line who is available to keep everybody in 
line, I think we can reduce the contentiousness because much less 
will be at stake. There will be a better feeling that there is a fair 
decision. 

We will try to enlighten and make it as easy as possible, but if 
at the end the taxpayer does not think we have done it right, there 
will be somebody else who will call the shot, not us. 

Mr. Cardin. So, you are basically talking about a process 
change 

Mr. Lubick. A process change. 

Mr. Cardin [continuing]. But not a substantive change in the un- 
derlining statutory law. 

Mr. Lubick. Yes, sir. 

Mr. Cardin. OK. I appreciate that, and I assume that is the type 
of information you will be making available to the Subcommittee. 

Mr. Lubick. Yes, sir. 

Mr. Cardin. Commissioner, let me at least ask you to perhaps 
supply to the Subcommittee, if you are not prepared to answer 
today, the point about the revenue impact on the Treasury. 

All of us understand that the principal concern on an independ- 
ent contractor versus employee, as far as government revenues are 
concerned, is whether the earnings are, in fact, reported as the 
earnings taxes, and you have indicated that if it is reported by 
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Form 1099 that there is a much better chance of compliance, if it 
is not reported at all then we have run into a serious compliance 
issue. 

In response to the question by the chairman, you also indicated 
there is a secondary concern, and that is that an independent con- 
tractor has more flexibility in reporting certain business expenses 
which may have a revenue impact on the Treasury. 

I am wondering whether you can supply us with information to 
pinpoint what we are talking about, what is the difference here. 
Are there documented significant revenue differences between an 
independent contractor and an employee in this area? Is this any- 
where near the size of revenue impact of the reporting of the 
income for pa 3 Toll taxes or income taxes? 

Ms. Richardson. We will be happy to provide that to you for the 
record, and actually in response to one of the Chairwoman’s ques- 
tions, we do have breakouts by types of Form 1099 as well and 
what the compliance is in those categories, but we will give you a 
more comprehensive breakout of all the information that we do 
have. 

[The following was subsequently received:] 
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Worker Misclassification and Federal Tax Revenue 

One of the questions that is often raised during discussions of worker 
classification is the impact of worker misclassification on federal tax revenue. 
Interest in the answer to this question, we believe, is motivated by the desire to 
quantify the extent of the noncompliance, i.e., the misclassification of employees 
as independent contractors. The terms 'revenue impact* or ‘revenue 
difference*, however, are somewhat confusing in this context because these 
terms are generally used in the context of legislative changes and revenue 
estimation rather than in discussions of noncompliance. 

In quantifying noncompliance the IRS uses concepts such as ‘tax gap* 
and ‘noncompliance rate'. The tax gap is defined as the difference between the 
amount of tax owed (i.e., ‘true* tax liability) and the amount of tax paid, for a 
given tax year. The tax gap reflects any failure to conform with tax lavirs and 
regulations, including both intentional errors due to willful and deliberate action 
and unintentional errors due to ignorance, oversight, interpretation, 
misunderstanding, or carelessness. 

The IRS has developed tax gap estimates associated with misclassified 
compensation for social security. Medicare, and FUTA taxes. The estimate for 
tax year 1992 is $3.3 billion. This total includes a social security and Medicare 
component of $2.9 billion and a FUTA component of $0.4 billion. Although the 
IRS's income tax gap estimates include the gaps associated with misclassified 
compensation, the amounts cannot be explicitly identified because the data do 
not separately identify misclassified compensation. 

In contrast with a tax gap estimate, a revenue estimate of the impact of 
worker misclassification would measure the difference between the tax revenue 
paid under current law when employees are misclassified and the tax revenue 
that would be paid under current law if employers were to properly treat their 
workers as employees. The IRS has not developed such a revenue estimate. To 
do so would be extremely difficult due to the lack of data, and the end result 
would be subject to controversy about the validity of the assumptions needed to 
develop the estimate. 

In summary, a revenue estimate and a tax gap estimate are not the same 
thing. A tax gap estimate gives the difference between two ‘facts'-(1 ) the 
amount of tax owed and (2) the amount of tax paid-for one set of economic 
conditions-4hose that actually occurred. On the other hand, a revenue estimate 
of the impact of worker misclassification would give the difference between one 
Tacf-the amount of tax paid-Tor two sets of economic conditions-<1 ) the 
conditions that actually occurred and (2) the conditions (wages paid, benefits 
provided, business expenses reimbursed, etc.) that would have occurred had the 
workers been treated properly as employees. The IRS has developed tax gap 
estimates related to misclassification of employees, but has not developed 
revenue estimates associated with this issue. 
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Where earnings and business expenses are reported by independent 
contractors. 


Our interpretation of the issue at question here is the revenue impact of 
worker misclassification that is attributable to differences in tax treatment of 
business-related expenses for employees and independent contractors. Or, 
stated differently, are the amount of business expenses allowable to 
misclassified workers who correctly file tax returns as employees different from 
the amount of business expenses ‘allowable* to the misclassified workers if they 
incorrectly file returns as ‘independent contractors?* 

The TCMP study of 1984 employment tax returns, which is the source of 
compliance data related to worker misdassiTtcation, did not colled business 
expense data on the misclassified workers. Therefore, we cannot provide 
answers to these specific questions. We can, however, make the following 
generalization about the revenue impact based on cument law; 

For a given amount of allowable business expenses, the amount 
deductible as an ‘independent contractor" will be greater than the amount 
deductible as an employee because of the two-percent-of-AGI limitation 
for itemized deductions for employees. The particular magnitude of any 
difference will depend on the amount of allowable expenses and A Gl. 
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Breakout of Form 1099 compliance levels. 

The table below provides compliance information related to the reporting 
of payments and whether the payment was reported to the IRS on a Form 1099. 


Payee Income Reporting Compliance 

IPHH 

Tax 

Year 



Was payment 
rapeitad on 
Foim 10997 

Comimnts 

SVC-1 

1984 

Msdasslfied 

Waaes 

62.0% 

Yes/No 
(All payments) 

SVC-1 wasaTCMP 
study of tax year 1 984 
employment tax returns 

SVC-1 

1984 

Misclassifiad 

Wages 

775% 

Yes 

SVC-1 wasaTCMP 
study of tax year 1984 
employment tax returns 
SVC-1 wasaTCMP 
study of tax year 1 984 
employment tax returns 

SVC-1 

1984 

Misdassified 

Wages 

28.8% 

No 

Delinquent 

Form 1099- 
Misc Follow-up 

1977 

Commissions 
& Fees 

83.2% 

No 

Study based on 
delinquent Forms 1 099 
hfenllfied in tax year 

1977 small corporation 
TCMP 

Form 1099 

NEC 

Complianca 

1979 

Non- 

employee 

compensadon 

97.4% 

Yes 

Estimate pertains to 
ff/ers of indiyiduai 
income tax returns 

Form 1099 

NEC 

Compliance 

1979 

Non- 

employee 

compensation 

92.0% 

I Estimate pertains to 

Yes 1 ff/ers am/ nonfVers of 

1 individual income tax 
i returns 


* The compSanca rate is defined as the amount of compensation repotted divided by the amount of 
compens^n that should have been reported. 
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Mr. Cardin. That would be helpful because most of us are work- 
ing under the impression that the dollars here are mainly unre- 
ported income and failure to pay payroll taxes. We are somewhat 
uncertain as to whether there is a significant impact on the 
Treasury as it relates to the taking of business expenses. 

In your statement, you point out very clearly that your principal 
concern is to collect the proper amount of tax revenues in a fair 
and impartial manner, and with that in mind, let me just under- 
score the point that Mr. Gilchrest made in his testimony. 

In the case of the schoolbus contractor who owns his or her own 
buses and pays all the payroll taxes, it is difficult for us to under- 
stand the attention that that type of a case would receive by the 
IRS. 

Ms. Richardson. That is something I am not specifically familiar 
with. I heard his testimony. We will certainly look into it, but I do 
think that is something that we need to look into, and we will. 

Mr. Cardin. Thank you very much. 

Mr. Lubick. I think, Mr. Cardin, your point is quite correct, how- 
ever, that there is the secondary question as to what is the extent 
of noncompliance on a net income basis as opposed to the gross. 

Mr. Cardin. Correct. 

Thank you. 

Chairman Johnson. Just to clarify your testimony, Mr. Lubick, 
before we go on to the next panel, it is my understanding that you 
said, and from my notes I quote, “that we need to legislatively lib- 
eralize prospective reclassification, the right to prorespectively re- 
classifying where there was a reasonable error without penalty.” 

Mr. Lubick. That is correct. Madam Chairman. 

Chairman Johnson. You also said that we needed to legislatively 
offer new remedies, expedited appeals and so on. 

Mr. Lubick. The process items to which Mr. Cardin just 
referred 

Chairman Johnson. Right. 

Mr. Lubick [continuingX Require legislation, as well as the possi- 
bility if you would like us to give better guidance in this area, then 
the restriction currently in section 530 has to at least be loosened. 

Chairman Johnson. I was interested in your follow-up comment 
that administratively you thought better guidance could result in 
the deletion of the 20-factor test. 

Mr. Lubick. Yes. 

Chairman Johnson. We do want to work on that. 

Mr. Lubick. We can give better guidance if you will let us do it. 
Right now section 530 prohibits us from giving that guidance. 

Chairman JOHNSON. Well, those are the kinds of things that we 
will need to work on. 

I have spoken with the Commissioner at other times, and there 
does seem to be an opportunity not for us to create a single bright 
line — I understand that that is certainly impossible — ^but for us to 
delineate the three or four most si^ificant factors that would en- 
able us to clarify a great deal of this. Would you agree with that? 

Mr. Lubick. I agree that we can clarify it not by a statutory 
bright-line test or a statutory combination of four or five bright-line 
tests, but I think we can make the evaluation of the factors under 
the existing general test clearer, and fairer. 
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Chairman JOHNSON. I would mention that it was brought up in 
the last hearing that we might be better off to clarify and codify 
section 530 than to start over again because at least we have a his- 
tory there. Those are the kinds of issues that we need to discuss 
further. 

Ms. Richardson. Madam Chairman, I would also like to point 
out that in our training materials, we have attempted to refine the 
factors that would go with the common law test of the right to di- 
rect and control and no longer have, the 20 factors, but things that 
we think are relevant to the way people are doing business today. 

Some of the changes that we have made are based on comments 
that we have received, but they are about trying to flesh out the 
kinds of criteria people should be looking at. So, we are through 
that process trying to make the 20 factors more appropriate and 
frankly getting rid of many of them that aren’t that relevant. 

Chairman Johnson. I appreciate that, and that may be the best 
way to go. 

Also, just in light of the discussion that has taken place between 
you and other Members, I thought it was very interesting that your 
training materials indicate explicitly that a worker can be an em- 
ployee for certain services and an independent contractor for 
others. 

Ms. Richardson. Correct. 

Chairman JOHNSON. I think we have to be a little careful about 
talking too simplistically about if you are a like person then you 
get treated in a like way. 

One of the problems is that you can be doing like services under 
like circumstances and still legitimately not be similarly classified. 

Ms. Richardson. I think that is the criteria that is significantly 
important in determining status. We need to spell it out so that 
people understand what is important and what is significant. 

Chairman JOHNSON. All right. I thank the panel very much. 

Mr. Cardin. Madam Chairman, could I just very quickly? 

Chairman Johnson. Yes. 

Mr. Cardin. There are taxpayers that are in different phases of 
the tax system today who must be somewhat perplexed because of 
the changing policy coming out of IRS in this area, and I am not 
being critical of IRS. It is just that this is an area in which we are 
trying to give clearer direction to the taxpayer, but the taxpayer 
may not know how to act because of the uncertainty of this area 
of law. 

I know IRS is working on training manuals that are being re- 
vised as we speak and has announced today zero-tax settlement 
agreements and there are Tax Court appeals. 

I guess I would ask that we give a little bit clearer direction to 
the taxpayer who is trying to plan and stay out of trouble as to 
what is the right way to proceed, and we need to take that into 
consideration. 

Ms. Richardson. Mr. Cardin, I do not know if you were here 
when I mentioned that we are going to put out the final training 
materials. We distributed for comment the draft materials. We will 
make the materials available to the public for the first time so that 
taxpayers will understand what our agents and examiners have 
been trained to look for, what is expected of them, and we will do 
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whatever we can to publicize our expectations. We also hope that 
people will continue to keep us apprised of when there are changes 
in certain situations that ought to be taken into account and how 
we should modify them. 

Mr. Cardin. We appreciate that, and we might be giving you 
some more specific examples. We appreciate just giving the best ad- 
vice we can to our constituents in this area. 

Thank you, Madam Chairman. 

Chairman Johnson. Commissioner, when you get back to us 
with some of the estimates that you referred to 

Ms. Richardson. Yes. 

Chairman JOHNSON [continuing]. Would you make clear whether 
those estimates are based on 1-year liability under your new settle- 
ment program or whether they are based on multi-year liability, a 
policy that has caused a number of difficulties, and also, whether 
they take into account the rough 20-percent overturn rate on ap- 
peal or whether they do not? We want to try to get as clear an un- 
derstanding as we can of the revenue issues involved. 

[The following was subsequently received:] 

The estimates provided are “tax owed (i.e., true tax liability) and the amount of 
tax voluntarily paid for a given tax year. The estimate does not take into account 
an overturn rate on appeal. 

I thank the panel very much for their participation, and let me 
just say that it has been my policy personally not to put the timer 
on for government officials who are responsible not only to help 
shape the law, but also, to enforce the law, and so this panel has 
taken longer than usual. 

With the following panels, we will follow our normal procedure, 
a 5-minute presentation for each of the panelists and then a 5- 
minute question period for each of the Members. 

I thank you. Commissioner Richardson and Mr. Lubick. 

Ms. Richardson. Thank you very much. 

Mr. Lubick. Thank you. 

Chairman Johnson. For those on the next panel, this is the first 
of three 5-minute votes. That means that we will recess for about 
a half-an-hour. We will reconvene at 1 o’clock. 

[Recess.] 

Chairman Johnson. I would like to welcome Mr. Gandhi, the 
Associate Director of Tax Policy and Administration Issues from 
the GAO. I am sorry you have had to wait, and my apologies to 
the following panels. We will try to move along promptly, but some- 
times these votes take longer than you anticipate. 

Mr. Gandhi. 

STATEMENT OF NATWAR M. GANDHI, ASSOCIATE DIRECTOR, 

TAX POLICY AND ADMINISTRATION ISSUES, U.S. GENERAL 

ACCOUNTING OFFICE; ACCOMPANIED BY TOM SHORT, 

ASSISTANT DIRECTOR, TAX POLICY 

Mr. Gandhi. Thank you. Madam Chairman. 

Madam Chairman and Members of the Subcommittee, we are 
pleased to be here today to assist the Subcommittee in its inquiry 
into the classification of workers either as employees or independ- 
ent contractors. Joining me here on my left is my colleague, Tom 
Short, who has been working in this subject area for a long time. 
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Proper classification of workers has been the subject of several 
of our reports and congressional testimonies. Today I would like to 
make four points. 

First, in deciding how to classify workers, businesses may 
misclassify employees as independent contractors. In its most re- 
cent estimate on misclassification, IRS has estimated that in 1984, 
15 percent of about 5 million businesses, that is, about 756,000 of 
them, misclassifled workers as independent contractors. Many fac- 
tors can cause misclassification, including cost considerations and 
confusion over the rules. For example, not incurring the costs of 
employment taxes and fringe benefits can give business cost advan- 
tages over competitors who use employees. Further, both we and 
the Treasury have found that the common law rules used for 
classif 5 dng workers are unclear and subject to conflicting interpre- 
tations. 

Second, even with the confusing rules, IRS is responsible as the 
Nation’s tax administrator to enforce compliance. Under its 
Employment Tax Examination Pro^am, between 1988 and 1995 
IRS has completed about 13,000 audits, resulting in some $830 mil- 
lion in recommended assessments and about 527,000 workers re- 
classified as employees. 

Third, deliberations over any changes to the classification rules 
may need to consider potential impact on the income tax compli- 
ance. IRS has found that independent contractors compared to em- 
ployees have lower tax compliance and account for a higher propor- 
tion of the income tax gap. We identified two alternative ap- 
proaches that could boost tax compliance. They include withholding 
income taxes on payment made to independent contractors and im- 
proved information reporting on such payments. 

Fourth and final point is that aside from tax issues, an impor- 
tant consideration is the body of laws that create a safety net for 
American workers. Such laws generally apply only to employees. If 
changes to the rules lead to more workers being classified as inde- 
pendent and contractors, these laws would cover fewer people. 

Let me briefly elaborate on the concerns we have over income tax 
compliance by the independent contractors and the implications for 
the safety net for American workers. 

Since 1977, we have supported measures to simplify the classi- 
fication rules. However, the development of clearer rules is neither 
simple nor easy. In any efforts to clarify the rules, the deliberations 
also may need to consider the potential impact on tax compliance. 

IRS data for 1988 suggests that independent contractors ac- 
counted for most of the income tax gap created by those self-em- 
ployed individuals who underreport their business income. The 
most recent estimates for this part of the income tax gap is about 
$29 billion for 1992. 

Among self-employed individuals, those who informally supply 
goods and services, such as street vendors and moonlighting crafts- 
men, reported less than 20 percent of their income, while the other 
self-employed individuals who operated more formally, such as gas 
station operators, reported less than 70 percent of their income. 

Recognizing these concerns in 1992, we incentivized tax with- 
holding and improved information reporting as alternative ap- 
proaches to improved tax compliance by independent contractors. 
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while each approach will increase to some extent the burdens on 
the independent contractors and businesses that use them. We be- 
lieve each approach merits congressional consideration. 

Finally, aside from tax issues, another consideration is the poten- 
tial impact on the body of laws that create a safety net for 
American workers because many of these laws apply only to em- 
ployees. The laws do not protect independent contractors. 

For example, unemployment insurance is nearly universal, cover- 
ing over 90 percent of American workers. The 60-year-old program 
provides short-term financial support for covered employees who 
through no fault of their own become unemployed. It also helps the 
unemployed from having to turn to public assistance programs due 
to economic downturns. Payments to the unemployed may take on 
added significance, serving a macroeconomic role of helping to sta- 
bilize the economy. 

However, the Federal law does not require coverage of independ- 
ent contractors for unemployment insurance. While we have not 
made an extensive survey to determine all affected laws, they are 
quite numerous. They include basic protection involving issues 
such as minimum wage, mandatory overtime pay, discrimination, 
worker’s compensation insurance, and employer-sponsored fringe 
benefits such as pensions. If clarifications of the rules pushes sig- 
nificantly more employees into independent contractor status, the 
worker protection laws would cover fewer people. 

Madam Chairman, this includes my oral testimony. I request 
that my written testimony be made a part of the record. My col- 
league and I would be pleased to answer any questions you or 
other Members of the Subcommittee may have. 

Thank you. 

[The prepared statement follows;] 
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STATEMENT OF 

NATWAR M. GANDHI, ASSOCIATE DIRECTOR 
U.S. GENERAL ACCOUNTING OFFICE 

Madam Chairman and Members of the Subcommittee: 


We are pleased to be here to assist the Subcommittee in its 
inquiry into the classification of workers either as employees or 
independent contractors for federal tax purposes. Proper 
classification of workers has been the subject of several of our 
reports and congressional testimonies.^ Today, I would like to 
make 4 points taken from these reports and testimonies. 

First, in deciding how to classify workers, employers may 
misclassify employees as independent contractors. In its 
most recent estimate on misclassif ication, IRS has estimated 
that 756,000 of 5.15 million employers (15 percent) 
misclassif ied workers as independent contractors in 1984. 
Many factors can cause misclassification, including cost 
considerations and confusion over the classification rules. 
For example, not incurring the costs of employment taxes 
(i.e., social security tax, unemployment tax, and income tax 
withholding) and employee benefits can give employers cost 
advantages over competitors who use employees. Further, 
both we and the Treasury Department have found that the 
common law rules used for classifying workers are unclear 
and subject to conflicting interpretations. 

Second, even with the confusing rules, IRS is responsible as 
the nation's tax administrator to enforce compliance with 
them. Under its Employnient Tax Examination Program (ETEP) , 
IRS has completed 12,983 audits, resulting in $830 million 
in recommended tax asses.sments and 527,000 workers 
reclassified to “employee" status between fiscal years 1988 
and 1995. 

Third, deliberations over any changes to the classification 
rules may need to consider potential impacts on income tax 
compliance. IRS has found that independent contractors 
compared to employees have lower compliance in paying income 
taxes and account for a higher proportion of the income tax 
gap. We identified two approaches that could boost 
independent contractor compliance within the existing common 
law rules. They include (1) improved information reporting 
on payments made to independent contractors and (2) 
withholding income taxes from such payments. 

Fourth, aside from tax issues, an important consideration in 
these deliberations is the body of laws that create a safety 
net for American workers. Such laws generally apply only to 
employees. If changes to the classification rules lead to 
more workers being classified as independent contractors 
instead of employees, these worker protection laws would 
cover fewer people . 

I would like to discuss each of these points in more detail after 
providing an overview on factors that affect the classification 
decision. 


^These reports and testimonies include: Tax Treatment Of 
Employees and Self -employed Persons Bv the Internal Revenue 
Service: Problems and Solutions (GGD-77-88, Nov. 21, 1977); Tax 

Administration; Information Returns Can Be Used to Identify 
Employers Who Misclassify Workers (GAO/GGD-89-107 , Sept. 25, 

1989) ; Tax Administration: Approaches for Improving Independent 
Contractor Compliance (GAO/GGD-92-108, July 23, 1992); Tax 
Administration: Improving Independent Contractor Compliance With 

Tax Laws (GAO/T-GGD-94- 194 , Aug. 4, 1994); Tax Administration; 
Estimates of the Tax Gap for Service Providers {GAO/GGD-95-59 , 
Dec. 28, 1994); and Tax Administration: Issues Involving Worker 
Classification (GAO/T-GGD-95-224 . Aug. 2, 1995). 
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FACTORS IN MAKING THE CLASSIFICATION DECISION 

The rules for classifying a worker as either an employee or an 
independent contractor come from the common law. Under common 
law, the degree of control, or right to control, that a business 
has over a worker governs the classification. Thus, if a worker 
must follow instructions on when, where, and how to do the work, 
he or she is more likely to be an employee. IRS has adopted 20 
common law rules to help employers classify workers (see appendix 
I) . 

If workers are determined to be employees, employers must 
withhold and deposit income and social security taxes from wages 
paid as well as pay unemployment taxes and the employers' share 
of social security taxes. In addition, the employers may be 
subjected to laws that govern the use of employees and any 
benefits provided to them. Employers do not have these 
responsibilities if the workers are independent contractors. 
Independent contractors must pay their own income and social 
security taxes on payments received. They have no unemployment 
tax responsibility but may purchase benefit packages to cover 
this contingency as well as others (e.g., health insurance). 

Ultimately, the decision to classify a worker as an employee or 
independent contractor depends on each employer's circumstances. 
And, the extent to which a worker accepts the classification and 
understands its consequences plays a role. 

COSTS AND UNCLEAF^_RULES CAN CAUSE MISCLASSIFICATION 

Employers sometimes misclassify employees as independent 
contractors. For 1984, the last time IRS made a comprehensive 
estimate, IRS estimated that about 756,000 of 5.15 million 
employers had misclassif ied about 3.4 million workers as 
independent contractors. IRS interpreted the classification 
rules in making this estimate. As shown in appendix II, this 
misclassif ication involved all industry groups and up to 20 
percent of the employers in some industry groups. 

This noncompliance produced an estimated tax loss for 1984, after 
accounting for taxes paid by the misclassif ied independent 
contractors, of $1.6 billion in social security tax, unemployment 
tax, and income tax that should have been withheld from wages. 

In another set of estimates, IRS issued an employment tax gap 
report in 1995 that included the estimated tax gap associated 
with misclassif ication . This estimated tax gap was $2.3 billion 
in 1987 and $3.3 billion in 1992 for just social security and 
unemployment taxes . 

In doing these estimates, IRS did not identify the reasons for 
the misclassif ication but factors such as costs and unclear 
classification rules can play a role. For example, employers can 
lower their costs, such as payments of employment taxes or 
benefits, by using independent contractors. This cost advantage 
could be offset if an independent contractor can negotiate higher 
payments to purchase their own health, retirement, or other 
benefits. Otherwise, the incentive to misclassify workers as 
independent contractors exists. 

Second, many employers struggle in making the classification 
decision because of the unclear rules. Until the classification 
rules are clarified, we are not optimistic that the confusion 
over who is an independent contractor and who is an employee can 
be avoided. The Treasury Department characterized the situation 
in 1991 in the same terms as it used in 1982; namely, that 
"applying the common law test in employment tax issues does not 
yield clear, consistent, or satisfactory answers, and reasonable 
persons may differ as to the correct classification." 

In addition to confusion over the common law factors. Section 530 
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of the Revenue Act of 1978 has proven to be difficult to 
administer. Given complaints from some employers and independent 
contractors about IRS' attempts to reclassify independent 
contractors as employees, Congress passed this provision to limit 
IRS' reclassification authority. Section 530 provided qualifying 
businesses with safe harbors in determining who is an employee 
and an independent contractor.^ In 1989, we reported that, for 
the cases reviewed, section 530 prohibited IRS from assessing $7 
million of $17 million in recommended taxes and penalties against 
employers for misclassifying employees.^ The employers usually 
avoided the assessments by claiming a prior audit protection, 
even when the prior audit did not address employee classification 
or occurred over 20 years earlier. Section 530 also has 
precluded IRS from issuing clarifying regulations since 1978. 

IRS ENFORCEMENT 

IRS is responsible as the nation’s tax administrator to enforce 
the classification rules. Because of concerns about 
misclassif ication and income tax noncompliance by independent 
contractors, IRS centralized a portion of its employment tax 
compliance efforts into an Employment Tax Examination Program 
{ETEP) during 1987. IRS' strategy was to identify any 
misclassif ication and require employers to correct it. Employers 
whose employees are reclassified are liable for the portion of 
the employment taxes that they would have owed if the worker had 
been classified as an employee for the audited tax years. 

From 1988 through 1995, IRS completed 12,983 ETEP audits. These 
audits recommended $830 million in employment tax assessments and 
reclassified 527,000 workers as employees. In addition, the IRS 
Examination Division auditors, as part of their regular income 
tax audits, also may address classification issues. However, the 
Examination Division does not accumulate data to identify audit 
results on these issues. 

Since late 1995, IRS has implemented initiatives to improve its 
enforcement of the classification rules and ease the burdens on 
those being audited. For example, IRS is revising its training 
to better ensure consistent application of the rules. IRS has 
circulated a draft of its training program so that employers know 
how IRS intends to interpret the rules. Further, IRS is testing 
ways to expedite and improve the settlement of disputes with 
employers over misclassif ication . These initiatives are too new 
for us to know whether they are working. 


^Under section 530, IRS may not assess employment taxes for 
misclassif ied workers against an employer that had a reasonable 
basis for its classification, such as a reliance on (1) a 
judicial or administrative precedent or technical advice and 
letter rulings to the taxpayer, (2) a prior IRS audit that did 
not challenge the classification scheme, (3) an industry 
practice, or (4) any other reasonable basis. To qualify for this 
protection, the business must have filed all required information 
returns and have treated similar workers uniformly. 


’GAO/GGD-89-107, Sept. 25, 1989. 
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CONCERNS OVER INCOME TAX COMPLIANCE 
BY INDEPENDENT CONTRACTORS 

Since 1977, we have supported measures to simplify the 
classification rules.* However, the development of clearer rules 
for all types of working relationships and businesses is neither 
simple nor easy. 

In an effort to clarify the classification rules, we proposed a 
straightforward test in 1977 (see appendix III for details of 
this proposal) . In sum, we proposed excluding workers from the 
common law definition of employee when they met each of four 
criteria.^ If the worker met three of the criteria, we proposed 
that the common law criteria should be applied. Otherwise, we 
proposed that the worker should be considered an employee . Our 
proposal was not widely accepted for various reasons, which we 
had recognized. For example. Treasury and IRS were concerned 
about lower tax compliance and lost tax revenue from having more 
self-employed workers and fewer employees. 

We have viewed our 1977 proposal as a good starting point for 
clarifying the classification rules. In doing so, the 
deliberations also may need to consider the potential impact on 
income tax compliance. IRS studies since the 1970s have 
documented a much lower level of income tax compliance by 
independent contractors compared to employees.® IRS data for 
1988 suggest that independent contractors accounted for most of 
the income tax gap created by those self-employed individuals who 
underreported their business income.’ 

IRS' most recent estimates put this part of the income tax gap at 
$29.2 billion for 1992. Among self-employed individuals 
contributing to this tax gap, IRS estimated that those who 
informally supply goods and services (e.g., street vendors, 
moonlighting craftsmen or mechanics, unlicensed child-care 
providers) reported less than 20 percent of their business 
income. The other self-employed individuals, who operated more 
formally (e.g., gas station owners), reported less than 70 
percent; these estimates do not distinguish between independent 
contractors and other self-employed individuals such as those who 
make or sell goods. 

Recognizing these concerns, our 1992 report identified other 
approaches to improve independent contractor compliance within 


*GGD-77-88, Nov. 21. 1977. 

®The four criteria for independent contractor status included (1) 
separate set of books and records, (2) risk of a loss and 
opportunity for a profit, (3) principal place of business 
separate from those receiving the services, and (4) availability 
to provide self-employed services to the general public. 

®Over the years, IRS has found that employees report almost 100 
percent of their income while independent contractors report 
about three-quarters of theirs. A special IRS study in 1979 
estimated that 47 percent of the independent contractors reported 
none of their business income. 

’GAO/GGD-95-59 , Dec. 28, 1994. Lacking a generally-accepted 
definition of "independent contractor", the report developed 
estimates on service providers as a surrogate measure since many 
are considered by IRS and the business community to be 
independent contractors. Depending on the definition of service 
provider used, their portion of the income tax gap created by 
self-employed individuals ranged from 56 percent to 81 percent. 
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the framework of the existing classification rules.® These 
approaches would (1) require businesses to withhold taxes from 
payments to independent contractors or (2) improve information 
reporting on payments made to independent contractors, while 
each approach would increase to some extent the burdens on 
independent contractors and businesses that use them, we believe 
each approach can help improve income tax compliance. 

For example, withholding is the cornerstone of our tax compliance 
system for employees. It has worked well with over 99 percent of 
wages voluntarily reported. In addition, it provides a gradual 
and systematic method to pay taxes and better ensure credit for 
social security coverage. As early as 1979 we concluded that 
noncompliance among independent contractors was serious enough to 
warrant some form of tax withholding on payments to them.® 

We continue to believe that withholding taxes from payments made 
to independent contractors has merit as a way to improve their 
income tax compliance. Several administrative problems would 
need to be resolved. For example, independent contractors with 
substantial business expenses, which lower taxable income, may 
have too much tax withheld from gross payments made to them. 
Appendix IV discusses such problems and possible solutions. 

A second approach to enhance ccmpliance--improving information 
reporting--parallels the withholding approach by shifting 
emphasis from unclear classification rules to the relatively 
clear laws on filing information returns. Focusing on 
information returns could have a significant effect. IRS data 
has indicated that v;hen information returns are filed, 
misclassif ied workers reported 77 percent of that income on their 
tax returns but only 29 percent of the income not covered by 
information returns. 

While other options may exist, our 1992 report identified eight 
options that could strengthen information reporting and close 
potential loopholes: 

(1) Significantly increase the $50 penalty for not filing an 
information return. 

(2) Do not penalize businesses for past noncompliance with 
information reporting laws if they begin to file information 
returns when the penalty is increased. 

(3) Require IRS to administer an education program to make the 
business community aware of the filing requirement and of 
IRS' intention to vigorously enforce it. 

(4) Lower the $600 reporting threshold for payments to 
independent contractors . 

(5) Require information reporting for payments to incorporated 
independent contractors . 


®GAO/GGD-92-108 , July 23, 1992. This report also discusses the 
tradeoffs of clarifying the section 530 safe harbors (e.g., prior 
audit and longstanding industry practice) and codifying section 
530 for employment as well as income tax purposes. 

^Hearing on Compliance Problems of Independent Contractors, 
before the Subcommittee on Select Revenue Measures, House 
Committee on Ways and Means, July 17, 1979. 

^°In general, third parties (e.g., businesses but not individual 
homeowners) are required to annually file information returns at 
IRS to report $600 or more in payments made to unincorporated 
individuals for services rendered in the course of trade or 
business. The information is also reported to these individuals. 
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(6) Require businesses to separately report on their tax return 
the total amount of payments to independent contractors. 

(7) Require businesses to validate the tax identification 
numbers (TIN) of independent contractors before making any 
payments and withhold a portion of the payments until the 
TIN is validated. 

(8) Require businesses to provide independent contractors with a 
written explanation of their tax obligations and rights. 

Each of these options involves tradeoffs between taxpayer burden 
and tax compliance. Appendix V summarizes the pros and cons of 
each option. 

IMPLICATIONS FOR THE SOCIAL SAFETY 
NET FOR AMERICAN WORKERS 

Aside from tax issues, another consideration in deliberating 
changes to the classification rules is the potential impact on 
the body of laws that create a safety net for American workers. 
Because many of these laws apply only to employees, the laws do 
not protect workers classified as independent contractors. 

Changes to the classification rules could increase the number of 
unprotected independent contractors . 

For example, unemployment insurance is nearly universal, covering 
over 90 percent of American workers. This 60-year old program 
provides short-term financial support for covered workers who, 
through no fault of their ovm, become unemployed. It also helps 
the unemployed from having to turn to public assistance programs. 
During economic downturns, payments made to the unemployed may 
take on added significance, serving a macro-economic role of 
helping to stabilize the economy. However, federal law does not 
require coverage of independent contractors for unemployment 
insurance, although one state (California) has provisions that 
would allow independent contractors to apply for self-coverage . 

While we have not made an extensive survey to determine all 
affected laws, they are quite numerous. They include basic 
protections involving issues such as minimum wage, mandatory 
overtime pay, discrimination, occupational safety and health 
requirements, workers compensation insurance, and employer- 
sponsored fringe benefits such as pensions. Thus, if 
clarification of the classification rules pushes significantly 
more employees into independent contractor status, the worker 
protection laws would cover fewer people. 


Madam Chairman, this concludes my testimony. I would be pleased 
to answer any questions you or other members of the Subcommittee 
may have . 
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APPENDIX I 

IRS' COMMON LAW RULES 

IRS has summarized the common law into 20 rules. The facts of 
each case govern which rules apply, and the weight assigned to 
them in classifying a worker. Even so, workers are generally 
employees if they: 

1. Must comply with employer's instructions about the work. 

2. Receive training from or at the direction of the employer. 

3. Provide services that are integrated into the business. 

4. Provide services that must be rendered personally. 

5. Hire, supervise, and pay assistants for the employer. 

6. Have a continuing working relationship with the employer. 

7. Must follow set hours of work. 

8. Work full-time for an employer. 

9. Must do their work on the employer's premises. 

10. Must do their work in a sequence set by the employer. 

11. Must submit regular reports to the employer. 

12. Receive payments of regular amounts at set intervals. 

13. Receive payments for business and/or travelling expenses. 

14. Rely on the employer to furnish tools and material. 

15. Lack a major investment in facilities used to perform the 

service . 

16. Cannot make a profit or suffer a loss from the services. 

17. Work for one employer at a time. 

18. Do not offer their services to the general public. 

19. Can be fired by the employer. 

20. May quit work anytime without incurring liability. 
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APPENDIX II 


Table 1: Estimated percentage of employers with misclassif ied 
workers, 1984. 


Industry 

Percent of total 

Construction 

19.8 

Finance, Insurance, Real 

Estate 

19.3 

Mining, Oil and Gas 

18.6 

Agriculture 

16.7 

Manufacturing 

15.8 

Services 

15.4 

Transportation 

11.2 

Wholesale and Retail Trade 

9.6 

Government 

9.6 

Not Otherwise Classified 

12.6 

Total 

13.4 


Source : Treasury Department 
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APPENDIX III 


GAO'S 1977 PROPOSAL FOR CDARTFYTNn 
THE OLASSIFIOATION RtlLES 

To make the classification decisions more certain, we proposed a 
straightforward test in 1977 . As in common law, our test 
recognized that a prime determinant of whether a worker is an 
employee or independent contractor is the degree of control, or 
right to control, the employer has over the worker. But our test 
also intended to recognize that some degree of control to protect 
the image of the manufacturer, supplier, or prime contractor 
should be allowed without creating an employer/ employee 
relationship. Our test was also intended to provide a clear 
standard to assure better compliance. Therefore, we proposed 
that workers be excluded from the common law definition of 
employee when they: 

Have a separate set of books and records which reflect items 
of income and expenses of the trade or business; 

Have the risk of suffering a loss and opportunity of making 
a profit; 

Have a principal place of business other than that furnished 
by the persons receiving the services; and 

Hold themselves out in their own name as self-employed 
and/or make their services generally available to the 
public . 

We also recognized that a worker may be able to meet some of our 
criteria and still have a valid basis for being self-employed. 

As a result, we proposed that the common law criteria should be 
applied when a worker met three of the four criteria. Otherwise, 
we proposed that the worker should be considered an employee. 

At the time, our proposed solution was not widely accepted. 
Treasury and IRS were concerned that any change in the law which 
increases the number of self-employed would result in lost tax 
revenue. This was because IRS had found that self-employed 
taxpayers had a low compliance rate in reporting income earned. 
The Departments of Justice and Labor were concerned that the 
criteria would permit taxpayers to be considered self-employed 
when they have the form but not the substance of self-employment. 
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APPENDIX IV 


ADMINISTRATIVE ISSUES CONCERNING THE POSSIBLE 
WITHHOLDING OF TAXES FROM PAYMENTS MADE 
TO INDEPENDENT CONTRACTORS 

Withholding taxes from payments made to independent contractors 
has the potential to significantly improve their compliance with 
income tax laws. For this potential to come to fruition, several 
administrative problems would need to be resolved. The most 
important consideration in any withholding system is that the tax 
withheld approximates the tax due for the year. Independent 
contractors can have substantial business expenses that reduce 
annual net income and taxes owed. In such cases, withholding 
could adversely affect their cash flow. Because such expenses 
may vary among independent contractors, a graduated withholding 
system to account for differences in expenses could be used. A 
simpler approach for businesses would be to withhold a flat 
amount (e.g., 5 percent) of all payments. 

Another problem is that independent contractors may circumvent 
withholding by incorporating. To avoid this problem, withholding 
would need to apply to corporations. Large corporations may view 
withholding on payments to them as unjustified since IRS data 
suggest that their voluntary compliance exceeds that of self- 
employed workers . 

Also, it is likely that any withholding system would exempt some 
independent contractors. For example, the flat 10 percent 
withholding proposal developed by the Treasury Department in 1979 
would have exempted independent contractors who (1) normally work 
for 5 or more businesses in a calendar year or (2) expect to owe 
less tax than the withheld amount. Because some independent 
contractors may be exempt, it would be important to complement 
any withholding system with an effective information reporting 
system. 
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APPENDIX V 



In addition to discussing clearer classification rules and 
withheld taxes on payments to independent contractors, our 1992 
report analyzed the pros and cons of eight options for improving 
the reporting on payments made to independent contractors, as 
follows . 


Options 

Pros 

Cons 

(1) Increase $50 

Should improve 

Would complicate 

penalty for failure 

compliance in 

IRS administration 

to file an 

filing Form 1099- 

if other penalties 

information return 

MISC. 

for failure to 

(Form 1099-MISC) . 


file Form 1099- 


Should increase 
income reported 

MISC are $50. 


and taxes paid by 

Would cause equity 


independent 

concerns if one 


contractors . 

Would encourage 

IRS to check Form 
1099-MISC filing 
during audits. 

Would discourage 

penalty was higher 
than others . 


agreements to not 
file Form 1099- 
MISC in exchange 
for lower 
payments . 


(2) Do not penalize 

Would encourage 

Would not punish 

businesses for past 
Form 1099-MISC. 

filing compliance. 

the noncompliance. 

noncompliance if they 

Would ease the 

Would result in 

begin filing. 

transition to a 

lost penalty 


higher penalty for 
not filing Form 

revenue . 


1099-MISC. 

May foster 
expectation of 
future penalty 
forgiveness . 

(3) Have IRS educate 

Should increase 

Would add to IRS ' 

businesses on Form 

compliance in 

costs or use funds 

1099-MISC filing 

filing Form 1099- 

that could be used 

requirements and 

MISC, 

for other 

penalties . 


educational 
purposes . 
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173 


Chairman JOHNSON. Thank you very much, Mr. Gandhi. 

Mr. Gandhi, in your testimony you mentioned that the IRS study 
based on 1984 returns concluded that 15 percent of employers 
misclassified 3.4 million employees as independent contractors. 
Was this statistic based on final determinations of a worker’s sta- 
tus after the affected taxpayers had gone through administrative 
appeals or litigation? 

Mr. Gandhi. No. 

Chairman JOHNSON. No. Normally, at least based on the 
Commissioner’s testimony, it appears that over 20 percent of exam- 
iner reclassification recommendations are overturned during litiga- 
tion and appeals. So, actually, we need to reduce those figures by 
about 20 percent, would you agree, to get a more realistic idea of 
the real impact? 

Mr. Gandhi. I think there is some concern about that, but I 
would have to check further on that to reply more carefully. 

Chairman Johnson. I would like to get your thoughts on two 
things in regard to those statistics because they are driving policy- 
making and they are 12 years old. 

Mr. Gandhi. Right. 

Chairman JOHNSON. Especially in a society that has experienced 
the pace of change, in company structures, in the employee struc- 
ture, in the whole economy out there, we cannot base policy deci- 
sions for the future on 1984 data. There must surely be something 
better, and I would like for you to get back to me both on how you 
would need to accommodate this data both for the impact of ap- 
peals, and for other changes that have gone on and where is there 
more recent data because this information is essentially useless to 
us. 

Mr. Gandhi. That is correct, and I would like to make two points 
on that. One is that the employment audits are quite expensive au- 
dits, very costly audits. It teikes a lot to do that, and the IRS is 
somewhat constrained with resources for that. 

Chairman JOHNSON. I understand that. 

Mr. Gandhi. The second point you make I think is an excellent 
one, which is that the working relationship has changed fundamen- 
tally. 

Chairman Johnson. Right. 

Mr. Gandhi. With the evolution of technology as a guiding force, 
the whole nature of work has changed, and I think that needs to 
be examined a little further. 

Chairman JOHNSON. Also, too, because we ran into this when we 
were holding hearings on the big compliance audits that they do to 
get the kind of information that they need in a broader, more aca- 
demic way, there are studies that go on in the private sector. What 
is there out there that might give us better information than this 
1984 study? 

Not only would you accommodate those figures for appeals, but 
also is there any way of looking at those estimates in terms of 
whether they involve one year of liability versus many years of 
retroactive liability? 

Personally, I tMnk it is simply incredible that in an area with 
as much uncertainty as we have in this law that we would have 
imposed a retroactive settlement, unless there was very clear evi- 
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dence of the goal being to circumvent the obligations of the em- 
ployer, which I am sure there are cases of that sort out there, but 
in general, the principle of retroactively interpreting the law is a 
bad one, and I want to know whether those estimates of revenue 
loss include multiyear penalties. 

Mr. Gandhi. OK. 

Mr. Short. We do know they include multiyear. What we do not 
know is the portion that would be multiyear. 

Chairman JOHNSON. Pardon? 

Mr. Short. They do include multiyear retroactive assessments. 
What I do not know is the portion that do. 

Chairman Johnson. Thank you. That would be very helpful be- 
cause my impression is that more often than not the IRS did im- 
pose multiyear settlements, and when we are looking now at a pol- 
icy of limiting retroactivity to one year, we are not going to get the 
kind of revenue impact that we might have gotten. 

So, we need to understand these figures much better. We need 
to be able to adjust them for the new policy so that we would have 
a better understanding. Our data is terrible, and if you could give 
us some help from your more independent position, we would very 
much appreciate it. 

Mr. Gandhi. Sure. 

Chairman Johnson. Mr. Kleczka. 

Mr. Kleczka. Thank you very much. 

I do note that you have a four-point test in your testimony, Mr. 
Gandhi 

Mr. Gandhi. Yes, sir. 

Mr. Kleczka [continuing]. Which, compared to the Christensen 
bill is much clearer and fairer, and I think the Subcommittee 
would do well to examine the GAO recommendations and see if 
possibly they could be included in any work product. 

In your testimony, you did state some statistics as far as various 
employee groups underreporting. 

Mr. Gandhi. Yes, sir. 

Mr. Kleczka. It seems to me that those facts and figures are 
above and beyond the issue we are talking about today, i.e., inde- 
pendent contractors, I note that the street vendors and gas station 
owners, those are individuals involved in a cash enterprise, and 
like a bar or an5dhing else, we always have a compliance problem 
there because there is no way to audit how much actual cash came 
in versus receipt by check or credit card statements. So, I just 
wanted to note that and maybe ask you what the implication is of 
this stat to the entire question of independent contractors. 

Mr. Gandhi. Well, to the extent that the independent contractor 
issue results from around the cash transactions, you would have all 
of the problems that you have in the other sectors, but what we 
do know for sure is that the general compliance level in the inde- 
pendent contractor arena is a very low one. 

Mr. Kleczka. Yes. 

Mr. Gandhi. Only when you would have information reporting, 
that would substantially go up. 

Mr. Kleczka. But I think if I were an employer and I had a bona 
fide independent contractor working with me or for me, I would 
want to pay him with a check so that I can prove in an audit that 
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this was a legitimate business expense. So, I fail to see the correla- 
tion, although I would like to know, and never will actually ascer- 
tain, how much of the independent contractor payment is in cash, 
but again that is going to be almost impossible to determine. 

Mr. Short. About the closest we can get to that is an estimate 
based on a 1985 study done by the University of Michigan. IRS 
combined that information to estimate the size of the informal 
economy with other information it had on reporting compliance. 

About half — and I do not remember the exact percentages but we 
can get that for you — over half of those informal suppliers provided 
services, and the rest provided goods. So, the possibility exists that 
independent contractors would part of that population. 

As far as how much of it is actually in cash, I do not know that 
anyone knows that. 

Mr. Kleczka. What is the significance of reducing the threshold 
for filing Form 1099 from the current $600? What will that accom- 
plish? 

Mr. Gandhi. I think if the threshold is lower, then you would 
have more of compliance, no question about that. 

Mr. Kleczka. You would have? 

Mr. Gandhi. You would have more compliance there. 

Mr. Kleczka. OK. 

Mr. Short. Well, another issue is. We do not know how much be- 
cause it is not required to be reported, but certain independent con- 
tractor transactions do not get reported to IRS because they fall 
outside of that boundary or some other boundary. So, the goal 
would be to broaden the universe of Form 1099 reporting. 

Mr. Kleczka. OK. I think one of your recommendations which I 
favor on its face would be requiring businesses to separately report 
on their tax returns the total amount of payments to independent 
contractors. That has got to be the start, so you can track and see 
whether or not those contractors did report. Without this listing 
and I am an independent contractor, if I do not report a Form 1099 
income, you are never going to know about it because there is noth- 
ing that you can cross-check or IRS can cross-check against. It does 
not seem like that would involve too much additional paperwork for 
an employer. 

The other idea which I think we discussed in the previous panel, 
or was a question that I had that I didn’t ask the other panel, was 
what would be your reaction to asking the filing employee or the 
filing independent contractor to attach to his Form 1099s that he 
received throughout the course of the year, like I have to attach my 
W-2s? What would be your reaction to that? 

Mr. Gandhi. Well, I think that would increase a burden on the 
part of the independent contractors to do that, but I think to the 
extent that it improves the compliance, I would suggest that some- 
thing like that ought to be considered. 

Mr. Short. Yes. We haven’t taken a position formally on that 
idea. The other issue here is the cost to the IRS to process more 
paper. Certainly, there would be a compliance — hopefully a positive 
compliance effect. 

Mr. Kleczka. Could you give me the pros and cons to requiring 
withholding of taxes to independent contractors? 
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Mr. Gandhi. Well, I think, generally, contention is made that the 
amount that you would withhold in the case of an independent con- 
tractor may be too much probably because of the expenses that are 
involved in it and that the determination of income may not be a 
correct one to provide the right amount of withholding, and that 
the independent contractor would face the cash flow problem. 

On the other hand, one could suggest that as long as you have 
even a very small percentage, a very low percentage of the with- 
holding, say 2 percent, 3 percent, you could get the independent 
contractors into the system. 

The whole issue here is that as long as the people are in the sys- 
tem, their compliance level increases substantially, and to the ex- 
tent that the withholding is involved, then the compliance is nearly 
100 percent. 

Mr. Kleczka. So, you are saying it could be a much reduced 
amount, just so that the person is in the system or can be tracked. 

Mr. Gandhi. That is correct. 

Mr. Kleczka. Good. Thank you very much. 

Mr. Gandhi. Sure. 

Chairman JOHNSON. Thank you. 

I did want to come back to clarify a couple of facts that I need 
to see if you agree with. 

Mr. Gandhi. Sure. 

Chairman Johnson. My understanding is that where the inde- 
pendent contractor is a legitimate independent contractor and filing 
their 1099, compliance is 97 percent. In other words, they are re- 
porting 97 percent of income. Is that correct? 

Mr. Gandhi. That has been a survey of an earlier time which re- 
ported 97 percent, but then there is also a survey that IRS quoted 
today which is about 77 percent. 

Chairman JOHNSON. That is what I want to get clear. My under- 
standing is that IRS data shows that where 1099s are filed with 
regard to payments to independent contractors, it said 97 percent 
of the income is reported; that the 77 percent figure that the 
Commissioner used was in regard to people who are reclassified. 

Mr. Gandhi. That are reclassified, yes, that is correct. 

Chairman Johnson. Then the 29 percent is, in a sense, the un- 
derground, the people we are not seeing. They are not reporting 
an 5 dhing at all, and when you do get them, they are reporting only 
on average 29 percent of income. 

Mr. Gandhi. Correct. 

Chairman JOHNSON. Do I understand that correctly? 

In your testimony, you start a series of eight recommendations 
to increase reporting. 

Mr. Gandhi. Right. 

Chairman JOHNSON. We will take a very serious look at those. 
We do agree with you that better reporting is important, to in- 
crease penalties, trying to broaden the net of the reported partici- 
pants, and we think that will enable us to ensure proper classifica- 
tion and also a fair share of revenue collection. 

I wanted to ask you how do we better target the 29 percent and 
how do we target IRS’ resources not at the reporters, but at the 
nonreporters. How do you find them? 
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Mr. Gandhi. Well, I think the IRS needs to be very vigilant 
about going after the particular groups of independent contractors. 
For example, some independent contractors, the compliance level is 
less than 29 percent. So, the question here is, how do you go about 
doing that. 

Tom, do you have something to add? 

Mr. Short. Yes. I was just going to add that this is a case that 
you rightly pointed out, where the information return was not filed. 
Obviously, if the IRS can figure out ways to induce compliance by 
the business in filing the information return when required, either 
through enforcement, through education, through whatever, that 
29 percent will start to change. 

Chairman JOHNSON. Do you have any comment on this case, the 
superintendent in Maryland and the effort of IRS to reclassify bus 
drivers? 

Mr. Gandhi. Yes. We heard that today here, but we have 
notstudied that to comment on it intelligently. 

Chairman JOHNSON. I would be interested in any comment that 
you would have on that because that is going to have ramifications 
throughout the country at a time when, frankly, education dollars 
are at a minimum. 

Mr. Gandhi. OK. 

Chairman JOHNSON. Then, the last thing, you mentioned with- 
holding as one of your recommendations, and withholding certainly 
makes sense, but when you look at who is an independent contrac- 
tor and what their cash flow is. For example, if you lay cable, this 
is a professional job, and there is a regular cash flow. But a lot of 
these folks have very little, and I am not sure who does the with- 
holding. I mean, administratively, this seems to be an absolute 
nightmare. 

So, are you recommending withholding for everybody in this cat- 
egory or are there subcategories, and how would you just deal with 
the administrative problems of withholding? 

Mr. Gandhi. We are painfully aware of the administrative prob- 
lems involved in withholding, and that is simply one way of looking 
at it. 

There are groups of people that you can think about withholding 
and those that are being paid regularly, but one can also think in 
terms of improved and enhanced information reporting. Withhold- 
ing is not the only way of going about doing that. It is just one of 
the alternatives that we are talking about, and we do realize that 
that would put a lot of hardship on the part of independent 
contractors, no question about that. 

Chairman JOHNSON. Thank you very much. I appreciate your 
comments, and I will look forward to your comments on a draft 
that we will circulate in the near future. 

Thank you very much for being with us. 

Mr. Short. Thank you. 

Mr. Gandhi. Thank you. 

Chairman Johnson. I would like to call now our first panel: 
Larry Campagna of Houston, Texas, on behalf of the American Bar 
Association Section of Taxation; Richard Reinhold, chairman of the 
Tax Section of the New York State Bar Association, accompanied 
by Sherry Kraus; Harvey Shulman, National Association of Com- 
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puter Consultant Businesses, general counsel; and Debbi-Jo Horton 
on behalf of the Tax Implementation Chairs of the White House 
Conference on Small Business. Welcome. 

Mr. Campagna. 

STATEMENT OF LARRY A. CAMPAGNA, PARTNER, CHAMBER- 

LAIN, HRDLICKA, WHITE, WILLIAMS & MARTIN, HOUSTON, 

TEXAS, ON BEHALF OF THE AMERICAN BAR ASSOCIATION 

SECTION OF TAXATION 

Mr. Campagna. Thank you, Chairman Johnson. 

I appreciate the opportunity to present 

Chairman Johnson. Could you come a little closer to your micro- 
phone? 

Mr. Campagna. Absolutely. 

Thank you very much. I appreciate the opportunity to present 
the views of the ABA Tax Section today. I currently serve as 
chairman of the 

Chairman JOHNSON. You do have to get very close to the micro- 
phone to be heard. 

Mr. Campagna. All right. I will try to swallow it. 

Chairman JOHNSON. Sorry about that. Yes, just get right into it. 

Mr. Campagna. I currently serve as chairman of the Employment 
Taxes Committee of the Tax Section of the ABA, and we submitted 
a written statement to this Subcommittee. This morning I will try 
to restrict my remarks to the topics that have been under discus- 
sion already today. 

I must point out at the beginning, though, that my comments are 
my own to the extent that they vary from the prepared statement, 
smd that the prepared statement itself is the view of the Tax Sec- 
tion and not the entire ABA. There are other sections of the ABA 
that may not share our approach. 

I also need to state for the record that I have represented a num- 
ber of taxpayers in disputes over classification, and that I am not 
here today on behalf of £iny of those clients. 

Mr. Kleczka. Which side were you on? 

Mr. Campagna. I have been on both sides of these disputes. 

Mr. Kleczka. Thank you. 

Mr. Campagna. I just want to cover three key points this morn- 
ing that are covered in the written presentation. First, that only an 
objective administrable definition of independent contractor status 
can resolve disputes over the tax classification of workers. Unfortu- 
nately, any simple administrable definition also brings social and 
economic costs, such as the ones that have been addressed here 
this morning, and therefore, it will encourage some employers to 
reclassify workers in order to save on health and welfare benefits. 

Those problems are beyond the scope of my expertise, and so I 
want to address the tax consequences here this morning in my 
testimony. 

Chairman JOHNSON. Before you go on, though, in terms of that 
objective administrable definition, would you be in a position to de- 
fine who would be incentivized to move employees into independent 
contract status and who would not if we changed the definition? 
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Mr. Campagna. I think my approach. Madam Chairman, would 
be to try to adopt a definition that would preclude as much reclas- 
sification as possible in that direction. 

For example, if you adopted a definition that includes a certain 
percentage of the remuneration given to a particular person as one 
of the requirements for independent contractor status, for example, 
if it had to be less than 90 percent of the remuneration coming 
from one person or from one entity to be an independent contrac- 
tor, then it would be difficult for companies to reclassify willy nilly. 

Chairman JOHNSON. Thank you. I am sorry to interrupt you. 
Please continue. 

Mr. Campagna. The second point to address this morning is that 
despite the significant and impressive efforts by the current IRS 
administration to develop new training materials and settlement 
programs, the current law is just too ambiguous to administer 
fairly smd efficiently. 

We appreciate the efforts the IRS has made, but section 530 is 
replete with undefined terms, and even more importantly, possibly, 
section 530 requires a result only for employment tax purposes. 
The safe harbors only apply for that purpose. So, the IRS still must 
go out and address the 20 common law factors for purposes like 
disqualification of employee benefit plans, whether a worker is en- 
titled to certain deductions on Schedule C, and for other purposes. 

As long as section 530 only provides relief in one area, all of the 
IRS’ new programs will still leave disputes over worker classifica- 
tion. 

Third, there are numerous ways that compliance can be im- 
proved even without an objective administrable definition of an 
independent contractor. We have tried to list in our prepared testi- 
mony many of the suggestions that have been presented in our 
Committees with regard to clarifying section 530, increasing pen- 
alties for noncompliance, for example, for the failure to give a Form 
1099, £md other items. 

This morning I would like to focus on the section 530 problems 
because I think that is the way that this Subcommittee could help 
enforce the congressional mandate of a liberal construction of that 
statute. 

The first suggestion, and I think the most important, is that sec- 
tion 530 of the Revenue Act of 1978 needs to be incorporated in the 
Internal Revenue Code. It just needs to be more accessible to 
people out there in the community. 

The second suggestion is that if section 530 safe harbor relief is 
applicable, it should be applicable for all tax purposes, not just for 
employment taxes. The ^rvice shouldn’t disqualify somebody’s 
pension plan if they had a reasonable basis for treating a worker 
as an independent contractor, and the worker shouldn’t lose deduc- 
tions on a Schedule C if there was a reasonable basis either. 

Third, the prior audit safe harbor needs to be amended in at 
least two ways. It should be amended to clarify that if a taxpayer 
is relying on an audit that began after December 31, 1996, for ex- 
ample, the audit must have included an examination of worker sta- 
tus and worker classification. 

It also should be amended in a different way to prevent retro- 
active reclassification of workers, but permit prospective reclassi- 
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fication by the Internal Revenue Service if the taxpayer does not 
have another reasonable basis other than that prior audit, and the 
prior audit did not consider the classification of the workers. So, we 
create a two-tier system where the old audits would be divided into 
audits that examined employment taxes and those that did not. 

The fourth suggestion is that — or fifth suggestion, I guess this 
would be, is that section 530 industry practice needs to be clarified. 
That S 2 ife harbor needs to be clarified in a number of different ways 
that are listed in our prepared testimony. 

Many of those suggestions, as you heard this morning, have now 
been incorporated by the Commissioner in the new training mate- 
rials. So, I do not think there is much dispute about redefining 
industry practice now. 

One important point is that industry practice should be allowed 
as a safe harbor even if that industry practice has changed. The 
IRS has been out there reclassif 3 nng workers right and left, and if 
the industry practice has changed because the IRS forced compa- 
nies to reclassify, I think the industry practice safe harbor still 
should be available to that company if they can show that other 
competitors were changed over by the IRS. 

Two final points on section 530. The first is that the burden of 
proof under section 530 should be clarified. A taxpayer’s reasonable 
basis argument should prevail as long as the taxpayer can dem- 
onstrate a reasonable possibility of success if the reasonable basis 
issue were litigated. That is a test that is applied in many areas 
of the tax law currently and certainly would be administrable here. 

The final suggestion I would address this morning, although 
there are others in our materials, is that section 530 should be 
clarified to indicate that reasonable reliance on, and reasonable in- 
terpretation of, the 20 common law factors can be a reasonable 
basis for safe harbor relief. There has been dispute about that in 
the past. 

Thank you very much for the opportunity to address the 
Subcommittee. Our Tax Section stands ready to help in any way, 
and we are happy to answer questions when our time is available 
this morning. 

[The prepared statement follows:] 
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STATEMENT OF THE SECTION OF TAXATION 
AMERICAN BAR ASSOCIATION 

June 20, 1996 

Subcommittee on Oversight 
of the 

Committee on Ways and Means 
U. S. House of Representatives 
on 

Employment Classification Issues 


My name is Larry A Campagna. I currently serve as Chair of the Committee on 
Employment Taxes of the Section of Taxation of the American Bar Association. These 
views are presented on behalf of the Section of Taxation. They have not been approved by 
the House of Delegates or the board of Governors of the American Bar Association and, 
accordingly, should not be construed as representing the position of the American Bar 
Association. 'We understand that the union caucus of the Labor and Employment Law 
Section does not concur in the views expre»ed in this testimony. These views are limited 
to the treatment of workers for income and employment tax purposes. 

The classiBcation of workers as employees or independent contractors for tax 
purposes has long been an area of controversy. The controversy stems from the lack of a 
clear and easily applied definition of either the term "employee" or "independent contractor," 
and the differing tax treatment accorded employees, independent contractors, and the 
taxpayers for whom they provide services. 

In 1962, the American Bar Association adopted a formal legislative recommendation 
that included a five-factor test for independent contractor status. Since that time, numerous 
other definitions have been proposed by otlwr professional associations and by members of 
Congress. We are not here today to present a proposal for a definition of an independent 
contractor employee, nor will we take the Subcommittee's time discussing what we believe 
to be the factors that should be taken into account in developing a workable definition of 
employee or independent contractor. We wish only to point out that the most successful 
resolution of the classification controversy will involve Congress developing a workable 
definition of an independent contractor or employee. Only an objective, administrable 
definition can resolve this controversy with finality. 

We were specifically asked to comment today on the recent worker classification 
initiatives adopted by the Internal Revenue Service and to address whether those initiatives 
will adequate^ remedy the problems in worlmr classification. We applaud and appreciate 
the IRS effort to undertake these initiatives, whkrb represent a significant improvement from 
both a technical and practical perspective in the administration of worker classification 
disputes. While we support and appreciate the efforts undertaken by the IRS in its new 
settlement program, the revised training materials, and the appeals policy changes, these 
initiatives will not solve the problems in worker classification. In fact, the IRS initiatives 
perpetuate many of the areas of disagreement between the IRS and taxpayers, especialfy on 
the applicability of the safe harbor relief available under Section 530 of the Revenue Act 
of 1978. 

We recently submitted comments to the IRS regarding the draft training materials 
that were published by the IRS in a proposed form. While those materiak would provide 
IRS employees with far more detailed guidance on the technical issues relatii^ to the 
common law tests and Section 530 safe harbor relief, the materials still evidence a reluctance 
to liberal^ construe and administer the safe harbor rules in favor of taxpayers. Moreover, 
as long as the Section 530 safe harbor relief applies only for employment tax purposes, the 
IRS is not fi-ee to ignore the common law tests, because the conunon law standards still 
apply for income tax purposes, for disqualification of emplc^ee benefit plans, and for other 
matters. 
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Perhaps an example from the proposed training materials will illustrate the difficulties 
inherent in the IRS’s duty to administer the current law. One of the Section 530 safe 
harbors prevents reclassiOcation of workers if they were treated as independent contractors 
in accordance with a "longstanding reco^tzed practice of a significant segment of the 
industry." The only decision from the United States Court of Appeals that has addressed 
the "significant segment" issue held that the taxpayer need not prove that a majority of the 
industry treated similar workers us contractors. Nevertheless, the IRS training materials 
seize on the words "recognized practice" to take the position that "there must be general 
consensus in the industry that treatment of workers as independent contractors is 
appropriate or correct.” The requirement of a genera) consensus is not based on any judicial 
decision, and it essentially creates a presumptkm that the taxpayer must prove that a 
majority of the industry has accepted independent contractor treatment for similarly situated 
workers. This is but one example of how difficult it is for the IRS to administer this Section 
530 as currently drafted. The statute is replete with ambiguous terms that need objective 
definition if the statute is to serve as the relief provision it was intended to be. 

^milar ambiguities exist in the new settlement program undertaken by the IRS. For 
example, a business is eligible to settle for 25% of the emplc^ment tax liability computed 
pursuant to Section 3509 for one audit year if the business can show that it has met the 
reporting consistency requirement of Section 530 and that it has a "colorable argument" that 
it meets the substantive consistency requirement and the reasonable basis test. There is no 
definition of the term "colorable argument." In litigation, trial lawyers frequently refer to a 
"colorable argument" as one that is "non-frivotous." But recent informal comments suggest 
that the IRS expects something much more substantial than a non-hivolous argument. 

On the whole, the new IRS initiatives are a welcome breath of fresh air. 
Nevertheless, we have objections to certain language in the proposed training materials and 
the settlement program. Also, the new initiatives leave unresolved a number of the pending 
controversies. Although the new training materials and other initiatives represent a 
significant step toward clarification of various IRS positions in the employment clauification 
area, they are not the ultimate solution. 

We have several suggestions that we believe will improve compliance until a definition 
of employee can be developed. 

Prior studies have indicated that clarification audits do not necessarify generate 
significant sums of additional tax revenues. This is particularly the case if the taxpayer has 
provided information returns, Forms 1099, to the Internal Revenue Service with respect to 
the amounts paid to its workers. The infemnation returns permit the Internal Revenue 
Service to ensure that the workers have reported all of their income. Furthermore, the 
Internal Revenue Service’s own statistics suggest that 97 percent of the amounts reported 
on information returns are included on taxpayers’ returns. Classification audits will not 
uncover the entities and individuals who fail to file either tax returns or information returns, 
or collect any additional revenues from them. 

We suggest the following changes to increase compliance until a workable definition 
of employee can be developed: 

1. Incorporate the Section 530 safe harbors into the Internal Revenue Code and 
specifically extend them for all tax purposes, not just employment taxes. For example, if 
Section 530 safe harbor relief applies, then it should prevent disqualification of employee 
benefit plans and it also should prevent income tax adjustments to the worker’s return that 
ordinarity would result from recl^ification. This will make the rules more readify accessible 
to tasqi^rs and make the application of the Section 530 safe harbors uniform. 

2. The application of the Section 5^ prior audit safe harbor should prevent 
retroactive reclassification of workers, but permit prospective reclassification by the Internal 
Revenue Service jf the taxpayer does not tove another reasonable basis for its classification 
of its workers and the prior audit did not ojnsider the proper classification of workers. We 
can see no reason to prevent the Internal Revenue Service fiom reclassifying workers 
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prospectively if the tax|^yer has no b^is, other than a prior audit which did not consitkr 
employment tax issues, for classifying its workers as independent contractors. 

3. The Section 530 prior audit safe harbor should be amended to clarify whether 
the prior audit must have addressed employment taxes. We suggest that if the taxpayer is 
relying on an audit that began after December 31, 19%, the audit must have included an 
elimination of employment taxes tor the prior audit safe harbor to be applicable. 

4. Tbc Section 530 industry practice safe harbor should be clari^d in se%«nd 
vmy&. The taxpayer should be permitted to define the industry either national^ or by the 
taxpayer's competitive region. A percental test should be provided by Congress to define 
"significant segment of the industry" so that taxpayers and the Internal Revenue Service will 
have certainty in applying this rule. Congress should also clarify that an industry practice 
can be considered "longstanding" even if the practice began after 1978. (The proposed IRS 
Training Manual states that a longstanding practice is clearest if it began before 1978, but 
that the practice could begin after 1978.) The industry safe harbor should also peitnit a 
mxpa^^r to rely on industry practice even if the industry practice changes. This is 
partkularly important if a significant segment of an industry has reclassified its workers as 
a result of IRS audits, so that the taxpayer will not be caught having relied on prior industry 
practice. 

5. The Section 530 rule requiring consistent reporting for each worker should be 
modified. The IRS issued a revenue procedure (No. 85-18) years ago that clearly allows 
taxpayers to prospectively reclassify contractors as employees without loss of Section 530 
relief. Nevertheless, the statutory language makes taxpayers reluctant to reclassify their 
workers as employees because doing so theoretically could eliminate the Section 530 safe 
harbors for periods prior to the reclassification. The consistency ruie should be revised to 
prevent taxpayers that change their treatment of workers ftom employees to independent 
contractors from taking advantage of the Section 530 safe harbor. 

6. The Section 530 safe harbor should be available to taxpayers even if there is 
no showing or admission that the workers in question are common law employees. While 
the IRS training materials indicate that Section 530 relief must be examined independent 
of the results on the common law tests, a true safe harbor relief provision should allow 
taxpayers to avoid completely an IRS examination of the common law test. 

7. The burden of proof under Section 530 should be clarified. A taxpayer's 
reasonable basis argument should prevail as long as the taxpayer can demonstrate a realistic 
possibility of success if the "reasonable basis" issue were litigated. This sundard is consistent 
with other standards required in tax practi(%, including those established by the IRS in 
Circular 230, and has been interpreted to mean approximately a 30% chance or a one-in- 
three chance of success in litigation. 

8. The "other reasonable basis" safe harbor of Section 530 should be clarified to 
indicate that an application of the 20 common law tests can justify a taxpayer’s rea son able 
basis. 


9. The penalty applicable to failure to file information returns should be 
increased. An increase in the penalty will increase the impetus for taxpayers to file the 
appropriate information returns and for the Internal Revenue Service to audit in situations 
where reclassification of workers would not be appropriate. The penalty should not apply 
in minimis circumstances where the taxpayer correctly issues information returns to roost 
of its wevimrs. 

10. Tlw amount assessable under Section 3509 for misclassification of workers 
should be reduced unless the misclassification is attributable to intentional disregard of rules 
and regulations. A reduction of the monetary consequences of reclassification will eliimnate 
some of the controversy associated with retroactive reclassification of workers. Altemativefy, 
taxpayers who have misclauified their worker (but without intentional disregard of rules and 
regulations) could be permitted to agree with the Internal Revenue Service to prospectively 
mdassify woricers as employees rather than litigate the classification issue for {ulor periods. 

U. Se^ksit 1^)6 of the Tax Reform Act of 1986 should be repeal^ so that the 
safe harbor provisions will appfy m the case of technical services personnel. There » little 
rationale for the singling out of technical services personnel for a special rule, and the 
definition of technical services personnel is too ambiguous to apply in today's service- 
oriented economy. 
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Chairman Johnson. Thank you. I appreciate your very specific 
testimony and look forward to working with you. 

Mr. Reinhold. 

STATEMENT OF RICHARD L. REINHOLD, CHAIRMAN, TAX 
SECTION, NEW YORK STATE BAR ASSOCIATION 

Mr. Reinhold. Thank you. Madam Chairman. I am the chair- 
man of the New York State Bar Association Tax Section this year. 
I have been in private practice for 20 years. With me this afternoon 
is Sherry Kraus who is the author of the Tax Section’s report on 
independent contractor issues. 

I would like to make five points. Our first point is that we think 
it is very important that the tax law provide clarity in terms of the 
distinction between an employee and an independent contractor. 
These are very important issues involving a lot of money for indi- 
vidual taxpayers both on the worker and the employer/independent 
contractor side, and too important to be left to the vagaries of 
inconsistent determinations. 

Second, it is our judgment as practitioners that in very general 
terms independent contractor status can often result in the avoid- 
ance of significant amounts of taxes for several reasons, the first 
being the simple failure to report income in many cases, the second 
being the opportunity to overstate Schedule C expenses, and the 
third the opportunity to avoid the 2 percent of AGI floor on non- 
reimbursed expenses. 

I will say in that regard that I think it is garden-variety tax ad- 
vice to someone considering setting up an enterprise that independ- 
ent contractor status is preferable, and there are other factors, on 
the very important basis that one can then be aggressive, if you 
will, in claiming expenses on Schedule C. So, from our point of view 
as practitioners, we see a lot of opportunity for tax avoidance in 
independent contractor status. 

The third point I would like to make is that we think that the 
common law control test does not work, and we similarly think 
that the 20 factor interpretation of that test, while a sensible inter- 
pretation of the present law, also does not work, and we think that 
that situation is exacerbated by changes in the modem workplace 
which I know you have referred to previously. People can work at 
remote locations. People can work with a PC and a fax, which they 
can supply themselves rather than having the employer supply. So, 
we think that the common law control test ought to be replaced 
with something that allows people to know clearly which side of 
this important issue they stand on. 

Fourth, we think that the section 530 provision has outlived its 
usefulness. It is the antithesis of a solution rather than a solution 
itself. It freezes the law in one particular place and, therefore, does 
not permit clarification that ordinarily occurs through the litigation 
process and the IRS interpretive process, and it creates an unlevel 
playingfield that seems to us very problematic from a policy view- 
point. The changes in the 1986 act for technical service workers to 
get free of section 530, I think, are a good example of that. 

So, in short, we think that section 530, while perhaps an appro- 
priate patch while Congress considered the independent contractor 
question, is not appropriate. 
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We recommend a safe harbor for independent contractor status 
that effectively has four elements that are described in our state- 
ment, and for persons meeting that, we would provide independent 
contractor status. For those who meet two or fewer of the elements, 
we would classify them as employees, and we think that these tests 
would provide very certain tax treatment for a very large number 
of taxpayers. 

Finally, and this is not something our Subcommittee considered, 
I would say that we disagree with Secretary Lubick’s assertion that 
chan^ng the definition of employee for tax purposes would nec- 
essarily change the definition for any State law purpose. It would 
be a very simple matter in drafting to make clear that a change 
applies only for one purpose, and if the States and so on wanted 
to adhere to the Federal tax definition of employee, they could 
either do so, or not do so. 

That concludes my portion of our statement today. I would be 
happy to answer any questions that you have. 

[The prepared statement follows:] 
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Committee on Ways and Means 
Subcommittee on Oversight 
U.S. House of Representatives 


Hearing on Employment Classification Issues 
June 20, 1996 


Statement by Richard L. Reinhold on Behalf of 
New York State Bar Association, Tax Section 


My name is Richard Reinhold. I am currently the 
Chair of the Tax Section of the New York State Bar Association. 
The Tax Section is dedicated to achieving a fair and equitable 
tax system, and to the development of sound tax policy. I am a 
partner in the New York law firm of Cahill Gordon & Reindel. I 
am accompanied by Sherry Kraus, a tax lawyer from Rochester, 

New York; Sherry is a principal author of our 1995 report (the 
"report") on worker classification-related tax issues. (The 
report was reprinted in Highlights and Documents , October 26, 
1995 at p. 1399. ) 

We are grateful for the opportunity to present our 
views today. We will make three principal points by way of 
background to our recommendations: 

" In light of the significant variation in tax- 
payer liabilities that arise from independent contractor 
or employee classification, and the importance of these 
obligations to the proper functioning of the Social Secu- 
rity system, it is of crucial importance that the rules 
for determining employee and independent contractor status 
be clarified. 

° The so-called "control" test used to distinguish 
employees from independent contractors is hopelessly 
uncertain in its application. This ambiguity in the law 
creates significant costs for taxpayers and government 
without any concomitant benefit. 

° Section 530 worsens the problems of present law 
by preventing clarification of the law, and by creating 
disparities in the treatment of businesses based on his- 
toric differences in audits (including audits that did not 
involve employment tax issues) or the practices in a seg- 
ment of the employer's industry. 

In light of these points we recommend that: 

(1) Congress adopt clear rules distinguishing 
employees and independent contractors . We think the 
safe-harbors for determining independent contractor status in 
certain pending bills (H.R. 582 and H.R. 1972) represent a good 
start, but we are concerned that the criteria used may be sub- 
ject to manipulation. 

(2) Section 530 be modified in a number of respects, 
most importantly to (i) apply only so long as the pertinent 
definitional criteria are unchanged, (ii) eliminate the morato- 
rium on pronouncements on worker classification issues by the 
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Internal Revenue Service and (iii) apply only as a result of an 
employment tax audit (as opposed to any audit) . 

We make other recommendations in our report at 
pp. 1407-10. 

I will briefly summarize our reasons for these 
conclusions . 

First, substantial differences in the worker's and 
employer's* tax obligations hinge on the worker's status as an 
employee or independent contractor. Given the probability that 
taxes that are not collected via withholding at source are less 
likely to be paid, significant revenue loss -- both employment 
tax and income tax -- likely attends mis-classif ication of 
employees as independent contractors. Non-compliance with 
employment tax requirements also impairs the functioning of the 
Social Security benefit system. One can only imagine the situ- 
ation of an alien transported to the United States to confer 
with a tax advisor: he first learns that up to 39.6% may be 
withheld as income tax from wage-type income, that a 15.3% 
employment tax is also levied on such income, and that substan- 
tial life-long benefit entitlements are earned by paying the 
employment taxes . Presumably, the alien is then shocked to 
find out in many cases it is not clear whether the income taxes 
are withholdable , or whether it is the worker or the employer 
who is required to pay the employment taxes . 

Second, the common-law control test now used to dis- 
tinguish employees from independent contractors does not work. 
(This criticism applies equally to the 20-factor test used by 
the Service.) Aside from the most obvious cases, there are few 
situations where respectable arguments cannot be made on both 
sides. The modern work situation places even greater strain on 
the test, given employees' ability to work flexible hours, to 
work from their homes or other remote locations, and to pur- 
chase tools ( e.q . , fax and PC) instead of having the employer 
supply them (the employees' purchase of such tools need not 
change the essential economic relationship of the parties) . 
While appropriate rules might be fashioned from the concepts 
underlying the control test (see our recommendation below in 
"Fifth") the test is simply not adequate to the task of distin- 
guishing, with sufficient certainty, between employees and 
independent contractors . 

Third, the uncertainties that bedevil present law are 
exacerbated by §530 of the Revenue Act of 1978. In fact, pre- 
sent §530 is the antithesis of a solution: by freezing the 
status quo , it prevents the law from progressing towards more 
rational conclusions. The result is variations in the treat- 
ment of similarly-situated workers, and preferences of one 
business over another. The object of § 530 -- protecting rea- 
sonable taxpayer reliance -- is certainly laudable, however, 
and we strongly urge that any change in the definitional stan- 
dard of who is an employee be wholly prospective. 

Fourth, it seems likely that, in general, independent 
contractor treatment probably results in avoidance of worker 
taxes for several reasons, including failure to include amounts 
paid in income, overstatement of Schedule C expenses and 


I will use the term "employer" as shorthand for both the 
employer as well as the service recipient in an indepen- 
dent contractor relationship. 
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avoidance of the 2% of AGI floor on deductibility of 
unreimbursed expenses. Employers may favor independent con- 
tractor status for non-tax reasons (a desire not to afford 
qualified plan or medical benefits) or tax-motivated reasons 
(reduced wages acceptable due to absence of tax withholding) . 
From a compliance viewpoint, employee status and withholding of 
tax generally is preferable, except in cases such as those 
involving significant employee expenses where employee treat- 
ment is impractical . 

Fifth, although some rough justice in defining who is 
an employee is probably necessary, many situations can be 
addressed adequately through safe-harbors. For example, an 
independent contractor might be required to satisfy each of 
four substantive tests: (1) the wor)cer could suffer a loss 
from the services (due to the incurrence of expenses, including 
depreciation) , (2) the worlcer has a separate principal place of 

business from the employer's, (3) the wor)cer has a significant 
investment in facilities or tools not typically maintained by 
an employee and (4) the wor)cer malces his or her services avail- 
able to the public and has performed substantial services for 
at least two unrelated employers in the current year or the 
preceding year. We are concerned that a measure that allows 
reliance on a single factor may be subject to manipulation. 

For example, a wor)cer might in all respects resemble a tradi- 
tional employee except that he might hold himself out as avail- 
able to third parties and briefly wor)c for another employer, or 
might wor)c from quarters adjacent to his home using a PC. 

These wor)cers would nonetheless be classifiable as independent 
contractors under H.R. 582 and H.R. 1972. 

Sixth, §530 ought to be revised in a number of 
respects. As noted, we would remove the bar on IRS interpreta- 
tion of employee status issues. Additionally, we would limit 
§530 relief to cases where the audit that forms the basis for 
taxpayer reliance focused specifically on employment tax issues 
affecting the individual in question or similarly situated 
individuals . 
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Chairman JOHNSON. I would like for you to answer questions 
when we finish with the panel, but I would like for Ms. Kraus to 
go through the more specific recommendations that you have made, 
especially in light of your recommendation that we not, in a sense, 
clean up section 530. 

STATEMENT OF SHERRY S. KRAUS, INDIVIDUALS COMMITTEE, 

TAX SECTION, NEW YORK STATE BAR ASSOCIATION, AND CO- 
AUTHOR OF “TAX SECTION REPORT” 

Ms. Kraus. All right. Madam Chairman. Thank you. 

I would just like to start at the beginning with a very important 
point that is made in our report, which is that any changes and 
reforms in the worker classification area must go hand in hand 
with reforms in the compliance area. 

Our report goes extensively into the problems, the huge exemp- 
tions in reporting under Form 1099 where even if an employer is 
in full compliance, there are many payments that go out to workers 
that do not require Form 1099 reporting. You have heard this 
morning, of course, a lot of statistics regarding the tax gap with the 
self-employed. So, much of that, it seems likely, is due to the fact 
that there is just nothing going into the IRS on these payments, 
including, for example, a building contractor who works for a home- 
owner and may put on a $70,000 addition. There is nothing going 
into the IRS on that at all because of the domestic employer 
exemption from form tax reporting. 

In our town in upstate New York, many businesses will ask their 
workers to incorporate. All the worker has to do is pay $300 to in- 
corporate, and suddenly that exempts the employer from 1099 re- 
porting. So, there are massive gaps and exemptions here that do 
create a problem. 

If we are going to reform the worker classification area, we have 
to reform the tax reporting and compliance area so that the deci- 
sion of whether you are an independent contractor or an employee 
truly is a tax-neutral decision, and so we no longer have this ten- 
sion of if you are an independent contractor you can get by with 
underreporting and if you are an employee you cannot. 

We also in our report reviewed the bills that were before 
Congress at that time, including the Kim and Christensen bills. I 
would like to comment that while we agree with the approach of 
having certain objective criteria determine a safe harbor for inde- 
pendent contractors, we found those bills not to be the solution. 
While the bias right now at the IRS is toward employee character- 
ization, we believe that under either one of these bills, the pen- 
dulum would swing greatly to the other end of the spectrum and 
make it too easy to be an independent contractor, thus, undermin- 
ing employee status altogether. 

What we did in our report, and Rick adverted to it, is we agree 
that there needs to be objective bright-line tests not only for inde- 
pendent contractors, but also, for employees, We cherry-picked 
through the bills, and looked at case lawand tried to pick the fac- 
tors that we believed truly are the elements for independent con- 
tractor status. They are in the report and summarized as follows: 

One would be whether the worker could suffer a loss. It is very 
unusual for an employee to be able to actually suffer a loss in hi^ 
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her business. We look at whether the worker maintains a principal 
place of business, separate from the employer, has a significant in- 
vestment in facilities and tools, makes his services generally avail- 
able to the public, has worked for more than one employer in the 
last year, has a written agreement with his employer specifying 
that he will be treated as an independent contractor and will as- 
sume the liabilities and obligations to report consistently, and has 
to maintain his own books and records. If the worker meets all of 
those criteria, the worker would be classified as an independent 
contractor. Then we make an attempt to say what criteria should 
define employee status. If the worker works for an employer for 20 
hours or more smd meets two or fewer of the criteria for the inde- 
pendent contractor classification, the worker will meet bright-line 
test of being classified as an employee. 

Now, we believe this will take care of the vast majority of dis- 
puted issues under current law. However, there will be some work- 
ers that do not fall into either of these tests, and for those in the 
middle, we would coritinue to apply the common law test, but we 
would recommend removing the moratorium on Treasury under 
section 530 to allow Treasury and the IRS to give us greater guid- 
ance in the area, so that for the workers who do have to be under 
this test, then you can have better criteria. 

We also look at the section 530 safe harbor that Rick was talking 
about. We recommend the codification of that safe harbor. How- 
ever, we also recommend some tightening of that safe harbor. We 
think the present audit safe harbor is over-board. For example, the 
IRS should not be bound if they go in and do any type of audit. 
The IRS does not always audit everything, and if they simply audit 
an income tax area, the employer should not be protected in per- 
petuity from ever having to reclassify his workers to the appro- 
priate classification by reason of the private audit safe harbor rule. 
So, we agree with recommendations that the prior audit safe har- 
bor be restricted to employment tax audits o^y. We also make a 
recommendation that has not been discussed today which is the 
statute of limitations. At the present time, there is nothing to pre- 
vent the IRS from going back indefinitely, well more than 3 years, 
in making these assessments, and they do. We recommend a proce- 
dure for allowing certain electing employers to start the statute of 
limitations running so that they will not be exposed for more than 
3 years in the event they are erroneously classifying their workers. 
We then turn to recommended reforms in the compliance area, the 
most important of which is to increase the penalty on employers 
who do not do the Form 1099 reporting as required. 

Right now the penalty is nominal. Employers have no great risk 
if they decide not to send the Form 1099, or if they enter into some 
agreement with their worker, collusively, not to report the pay- 
ments. Then we need the penalty stiffened. 

We also need to make it easier for the employer to verify the 10 
numbers for those who do want to comply. Right now the system 
is very cumbersome. If a worker gives you a wrong number, a 
wrong Social Security number, it is more than a year later before 
the employer knows about it. So, a lot of money is lost to the sys- 
tem that way. Basically, the other primary recommendation is to 
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lower the threshold for reporting on Form 1099, and you talked to 
the gentleman from GAO about that. 

Right now there are too many exemptions from Form 1099 re- 
porting. If the employer pays the worker less than $600, he does 
not have to send a Form 1099. If the worker incorporates — that 
only costs $300 or so in New York to incorporate — ^the employer 
does not have to send a Form 1099. If the worker works for a do- 
mestic employer, you do not have a Form 1099 going into the IRS. 

We also need the $600 threshold lowered so that more reporting 
goes in. We need to get rid of the incorporation shelter at least as 
to workers who do it to avoid reporting at all. Basically that is our 
detailed summary of our report recommendations. 

[The prepared statement follows. The full report is being held in 
the Committee’s files.] 
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HOUSE WAYS AND MEANS COMMITTEE 
SUBCOMMITTEE ON OVERSIGHT 
HEARING ON EMPLOYMENT CLASSIFICATION ISSUES 


Summary of Recommendations in Report 
Submitted by 

New York State Bar Association, Tax Section 
Sherry S. Kraus, Co-Principal Author of Report 


The Tax Section undertook a review of the empioyment ciassification area and 
issued a report on October 16, 1995 making recommendations for reform. As requested, 
a copy of the report is attached for inclusion in the Subcommittee's hearing record. 

This is an area iong overdue for reform. Empioyers need reform because, as to 
many workers, they must appiy vague guidelines in the decision of whether to ciassify 
that worker as an independent contractor or an employee. Furthermore, employers have 
no easy, inexpensive means for review by the Internal Revenue Service as to whether 
that classification is correct. This is particularly troubling since, under current 
interpretations of the law, employers face an unlimited statute of limitations for deficiency 
assessments if they have incorrectly treated a worker as an independent contractor when 
the worker should have been treated as an employee. For this reason and the fact that 
mistakes often affect large categories of workers, employers face potentially devastating 
deficiency assessments in worker reclassifications. 

The Treasury and the Internal Revenue Service agree that there are problems in 
applying the common-law criteria to determine the appropriate classification of a 
worker. Treasury has noted that the present method for classification "does not yield 
clear, consistent or satisfactory answers and reasonable persons may differ as to the 
correct classification." In a study involving tax year 1992, it was estimated that worker 
misclassifications resulted in lost tax revenue in the range of 2.1 billion dollars. 

Nor is this an issue that affects only small business employers who, historically, 
have been more likely to hire independent contractors and other short term workers than 
large business. As evidenced by the recent tax audit of IBM, the problem is now 
extending into the highest reaches of corporate America as a consequence of corporate 
downsizing and the significant economic advantages of hiring the worker back as a 
consultant with independent contractor status. 

The worker can be caught in the middle. There are significant economic savings 
to an employer who treats the worker as an independent contractor instead of an 
employee. As to that worker, the employer does not have (a) to pay employment taxes, 
(b) to withhold employment and income taxes, (c) to pay FUTA taxes, (d) to meet 
extensive filing and record-keeping requirements or (e) to include the worker in the 
employer's qualified health, disability or pension plans. Because of these potential 
economic savings to the employer, the worker may be pressured into agreeing to be 
treated as an independent contractor in order to have the job even if such might not be 
the appropriate classification for the worker. 

On the other side of the coin is the worker who may press his employer to be 
treated as an independent contractor rather than as an employee. Notwithstanding the 
greater employment tax costs to the worker from independent contractor status, a cash 
strapped worker may seek this treatment to increase cash flow by avoiding income and 
employment tax withholding that would be required if the worker were treated as an 
employee. Unscrupulous workers might seek this classification with the intention of more 
easily avoiding tax compliance by underreporting or nonreporting of payments received. 
On this point, it should be noted that the lost tax revenues from misclassification of 
workers (2.1 billion dollars in 1992) pales in comparison to the lost tax revenue from 
under reporting of income by self-employed workers (estimated to be 20.3 billion dollars 
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in 1992). Currently, the ability of the Service to improve reporting compliance by self- 
employed wforkers is undercut by existing laws that are inadequate to the task. 

Studies support the conclusion that self-employed workers have a significantly 
higher level of compliance in reporting payments made to them if the payments have 
been reported to the Internal Revenue Service by their employers on Form 1099-MISC. 
Unfortunately, there are many exceptions to an employer's obligation to file an information 
return on Form 1099 for payments made to independent contractors. If, for example, (a) 
the worker incorporates, (b) the worker receives payments of under $600 a year, or (c) 
the worker provides sen/ices to a non-business employer such as a homeowner, no 
return is required. Accordingly, these payments will not be reported to the IRS for cross 
checking on the worker's income tax return to ensure that the payments are included. 
Furthermore, even if the payment falls within the Form 1099 information reporting 
requirement, only nominal penalties are imposed on the employer who fails to report such 
payments. 

I understand that staff has given you a copy of our 1995 report for inclusion in the 
hearing record. This report recommends a number of specific legislative and 
administrative steps to enact meaningful reform in this area. We believe, however, that 
any changes to reform the worker classification rules must go hand-in-hand with reform 
to improve compliance and reporting of income by self-employed workers. 

Our report also reviews recent legislative approaches for reform in this area, 
including the Kim and Christensen Bills. We believe that the objective criteria for 
classification of a worker as an independent contractor under the Christensen/Kim/ Lantos 
bills could be so easily satisfied in the employer/worker relationship that there is a 
significant risk of undermining treatment of workers as employees, especially given the 
current cost incentives to employers to classify their workers as independent contractors. 

Our report recommends the adoption of objective safe harbor tests to determine 
independent contractor status and employee status. In defining these safe harbors, we 
attempt to select the most important criteria for distinguishing independent contractors 
from employees. We recommend that a worker be classified as an independent 
contractor if (a) the worker could suffer a loss as well as make a profit in the performance 
of senrices; (b) the worker maintains a principal place of business separate from the 
employer's and has a significant investment in facilities and tools not typically maintained 
by employees; (c) the worker makes his sen/ices available to the general public and the 
worker has performed services for at least one other employer during the current year or 
the previous calendar year; and (d) the worker enters into a written qualified agreement 
with his employer that (i) specifies the services to be provided by the worker and the 
duration of the services, (ii) provides that the worker is aware of his employment tax 
obligations and will report and pay in accordance with independent contractor 
classification and (iii) requires the worker to maintain his or her own set of books and 
records with respect to the worker's business. If the worker satisfies all of the above 
criteria, he or she would be classified as an independent contractor. 

As to the objective criteria that must be satisfied for classification of a worker as 
an employee, we recommend that such classification be required if the worker meets two 
or fewer of the objective criteria required for classification as an independent contractor 
and works for the employer for twenty hours or more per week. Workers not meeting 
either the independent contractor safe harbor or the objective tests for classification as 
an employee would be tested under the common-law rules. So that clearer guidelines 
can be developed for application of the common-law rule tests where necessary, we 
recommend that the current moratorium on Treasury Guidance imposed by Section 530 
be removed. 



194 


The report also recommends modifications to the Section 530 safe harbor. Section 
530 wouid be incorporated into the Internal Revenue Code so that the safe harbor would 
extend to income tax as weli empioyment tax treatment. The codification of Section 530 
wili aiso permit Treasury and the Internal Revenue Service to issue needed guidance in 
the form of regulations and revenue rulings to implement this relief provision in the 
manner in which it was intended. We also recommend narrowing the application of the 
Section 530 safe harbor to iimif the "prior audit" safe harbor to Internal Revenue Service 
audits which have examined the employment tax status of the employer's workers. 

As additional relief to employers from retroactive assessments of empioyment 
taxes, we recommend the adoption of a new procedure that would allow an employer to 
file a supplemental Form 1099 which would have the effect of starting a three year statute 
of limitations period for the Internai Revenue Service to review the ciassification of that 
worker as an independent contractor. This procedure wouid be an aiternative to the more 
cumbersome private letter ruling process and would be elective to the employer. The 
procedure would be used by employers who have a concern regarding whether they are 
correctly treating a worker as an independent contractor and do not wish to be open to 
assessments from IRS reclassification of the worker for the indefinite future. 

The report recommends a number of reforms intended to improve compliance in 
reporting of income paid to independent contractors: (1) We recommend increasing the 
penalty for an employer's failure to file information returns to the greater of $50 or 5% of 
the amount required to have been reported correctly but not so reported. We also 
recommend raising the cap on the penalty from its current $250,000 level to a 
substantially higher amount. (2) We recommend lowering the $600 reporting threshold 
for payments made to independent contractors in order to increase the payment 
information reported to the IRS on Forms 1099. Treasury would be directed to set 
appropriate reporting threshold levels for the type of services performed. (3) We 
recommend requiring information reporting on Form 1099 for payments made to workers 
who are incorporated. The present law exemption provides an easy avoidance 
mechanism to workers who do not wish to have Fomt 1099 reporting on their payments. 
(4) We recommend establishing a system whereby employers can make a quick TIN 
check through an IRS “800" number to verify the social security number given to them 
by a worker prior to making any payments to the worker. The current TIN verification 
system is so cumbersome that it often takes more than a year for the IRS to notify the 
employer that a TIN is invalid. This results in significant loss of revenue and inability of 
the Service to computer match the payment made by the employer to the worker's tax 
return. To discourage workers from deliberately falsifying TINs, we recommend that the 
TIN statements given to the employer be certified by the worker. (5) We recommend 
that businesses be required to segregate and separately report on their tax returns 
payments made to independent contractors just as now must be done for payments 
made to employees. A correlative change would require the worker to attach all Forms 
1099 received to his or her income tax return just as Forms W-2 must be attached to an 
employee's return. We believe this will assist the IRS in computer matching of payments 
received by independent contractors. 

We recommend requiring businesses to provide all workers who are treated as 
independent contractors with a written explanation of their tax obligations and rights as 
self-employed workers. The worker should be able to make an informed decision as to 
the overall benefits and costs of working for one employer versus another. A better 
understanding of the additional employment tax burdens and other costs (e^. health 
insurance, life insurance) may improve the odds that the worker will set aside sufficient 
funds to pay income and employment taxes. 

If the cost of requiring and allowing more magnetic-media filing of Forms 1099 is 
not too great in comparison to the benefit received, we recommend that the low-volume 
filer exception for magnetic-media filing of Forms 1099-MISC should be reduced or 
eliminated. This should give the IRS a greater ability to process and cross-check data. 
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We also recommend the creation of a new Form 1099-IC to be submitted by 
employers for payments made to independent contractors. The segregation of these 
payments from other miscellaneous payments will allow for better cross-checking by the 
IRS. 


We recommend that a study be undertaken by T reasury analyzing the viability of 
imposing income and/or employment tax withholding on payments to independent 
contractors. Former studies have failed to come up with a flat rate withholding system 
that does not result in overwithholding to the worker. 

Finally, we recommend that consideration be given to including an amnesty 
program as any part of legislation to increase the penalties on employers for failure to 
comply with Form 1099 information reporting on independent contractors. 

The Tax Section urges the Committee to undertake drafting of legislation to enact 
the needed reforms of this area. We stand ready to assist in any way needed in this 
process. 
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Chairman Johnson. Thank you very much. I appreciate the 
specificity of your recommendations. 

Mr. Shulman. 

STATEMENT OF HARVEY J. SHULMAN, PARTNER, GINSBURG, 

FELDMAN AND BRESS, WASHINGTON, DC, AND GENERAL 

COUNSEL, NATIONAL ASSOCIATION OF COMPUTER 

CONSULTANT BUSINESSES 

Mr. Shulman. Thank you. Madam Chairman. 

My experience in dozens of IRS employment tax matters across 
the country leads me to give you the same simple message that 
many others have today. Namely, recent IRS actions cannot get us 
out of the current independent contractor mess. Instead, it has 
come time for Congress to bite the bullet and to do something on 
this issue. 

Everyone here is throwing out the number “five.” I have five sets 
of issues, also. I would suggest that you focus on the details in my 
written testimony. 

First, I do agree that a new statutory definition of independent 
contractor is essential, but this is because in my view the common 
law test will always be unclear and tilted against small business, 
and — a point that many people have not made — it is going to be 
outdated in this information age. 

For example, self-employed proprietors and professionals often do 
not have the ability or the need to rent an office space, to pay for 
costly advertising, to buy computers devoted solely to business op- 
erations, or to serve many clients concurrently. These factors 
should not make these workers any less of an entrepreneur. Yet, 
the IRS has said otherwise under the outdated common law test. 

In addition, the IRS has too often viewed many self-employed 
professionals as employees because the IRS has actually ignored 
the common sense rule in the Restatement of Agency Rule, it says 
that special skills and a high level of independence on the job are 
actually evidence of independent contractor status, not reasons to 
more closely suspect that an emplo 3 mient relationship exists, which 
is the way the IRS tends to look at professionals. 

These results can be even worse when the test is narrowly ap- 
plied to new professional occupations, like computer programmers 
or software engineers. Therefore, I do have some disagreement 
with my colleagues on this “risk of loss” element. How many times 
can you say that a lawyer or an accountant or a computer profes- 
sional has a “risk of loss?” We all know the rates that these people 
charge are outrageous to begin with. So, you do not have to work 
many hours to recover your expenses, but that shouldn’t mean that 
these professionals are not considered self-employed entrepreneurs. 

Second, I believe that Congress must improve section 530 of the 
Revenue Act by adding language that the IRS cannot dilute. 

The testimony you heard earlier talks about improving the con- 
sistency standard and what is a substantially similar position. But, 
no one has talked about that in detail. That is discussed in my 
written testimony in detail, the unreasonable evidentiary burden 
that is imposed on taxpayers, and what is a reasonable basis for 
classification. 
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Although many IRS positions on these issues have actually been 
rejected by the courts, the IRS continues to non-acquiesce in these 
decisions, and unless you do something about it legislatively, the 
Training Guide can be overturned a year from now by some other 
IRS Commissioner. 

Third, I think there are two especially unfair laws beyond IRS 
control that Congress must fix now. First and foremost, you must 
repeal section 1706 of the 1986 Tax Reform Act. The repeal is sup- 
ported by a strong bipartisan consensus in Congress and among tax 
professionals. It is even mentioned in the ABA testimony today, 
and throughout the business community. It is hard to believe. 
Madam Chairman, that in a high-tech economy, this irrational law 
prohibits certain taxpayers in the computer and engineering indus- 
tries, no matter how reasonable their actions are, from submitting 
a section 530 Safe Haven Relief claim. 

It is ironic to hear witnesses today complain about the common 
law test and to ask Congress to fix section 530 when many tax- 
payers in America’s high-tech industries — the driving force of to- 
day’s economy — are denied any eligibility whatsoever for section 
530 relief and instead are left to defend themselves in IRS audits 
solely under the ancient common law test. How can we let this 
continue? 

Before any other changes. Congress must close this gaping hole 
in the section 530 safety net by repealing 1706. 

Likewise, Congress must change the tax assessment and judicial 
review procedures which now result in an automatic emplo 5 Tnent 
tax lien on a business even before the business has had its day in 
court. Once these liens are imposed, suppliers and banks stop doing 
business with a small business. This strangle-hold on small busi- 
ness that the lien imposes means the lien is the death sentence, 
and you never get to court no matter how right you are in classi- 
fication. 

Fourth, Congress must stop many of the investigative techniques 
used by the IRS in these audits. These have not been mentioned 
today, but how can we continue to let the IRS auditors interrogate 
third parties like a small business’ clients and contractors, in order 
to get information on worker classification? 

I can tell you I have seen how IRS contacts with customers and 
contractors terrifies these people and leads them to stop doing busi- 
ness with a firm under audit. Yet, these contacts are still sanc- 
tioned by the IRS manual. 

Finally, Congress must act to increase compliance relating to the 
reporting of pa 3 Tnents made to contractors, and it must impose 
greater penalties for failures to report payments or declare income. 

In closing, Madam Chair, as we get ready to enter the 21st cen- 
tury, we must bring an end to the IRS regulatory framework which 
threatens self-initiative, entrepreneurship, and small business 
growth. Why should a computer programmer or a stockbroker or a 
doctor who wants to be self-employed be forced by our government 
to work as an employee? 
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I hope my testimony shows we can have both high tax compli- 
ance and greater flexibility. The Finance Committee in the Senate 
last week marked up the House-passed small business tax package, 
and it included some minor worker reclassification reforms. They 
should be congratulated, but please go further and help finish that 
job, including by repealing section 1706. 

Thank you. 

[The prepared statement follows:] 
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INTRODUCTION. My name is Harvey Shulman. 1 am a partner in the Washington, D.C. law firm of 
jsburg, Feldman A Bress, Chtd. and have been a lawyer for 24 years. I am also general counsel of die 
itiooal Association of Computer Consultant Busiiusses ("NACCB”), which is the largest national association 
at exclusively represents hi^-tech firms that provide computer and engineering professional consultants to 
jstomers in need of temporary support for special projects. Along with colleague Craig Etter, who hdped 
<rq}are this testimony, I have been involved in approximuely 50 employment tax examinations and compliance 
:hecks throughout the country in the past several years. 

My message today is quite simple: Unfortunatdy, I have serious doubts diat the new IRS Training 
Guide can really get us out of die independent contractor "mess* diat now exists. It is said that a newly revised 
Training Guide makes major improvements from the draft that was released on Fdiruary 28, 19^ -> and 
obviously, practitioners and taxpayers will have to review the revised Guide and make a judgment if that is the 
case. But even if such improvements exist, it appears that at least four major feults will remain. 

II. FUNDAMENTAL PROBLEMS I N EMPLQIOVIKNT TAXBCAMS U>TO BY THK GUIDB 

First, despite the Training Guide, the interpretation and application of the common law factors seems 
destined to remain too ambiguous and particularly tilted against sn^l businesses lUte start-up sole proprietors 
and professionals in this information age. For example, rented office space, conqwters and office equiproeot 
solely dedicated to business operations, advertising, and multiple coocurreitt cu s tomers are all all^pMlly 
hallmarks of indepeodeot cootracftir status uiiler the centuries-old common law test and are addressed in the 
Guide as ‘finaiKial oontror factors. Yet as the Guide occasionally suggests, 1990’s economic realism 
demonstrates that maiqr neophyte but legitimate -strie proprietors often do not have the luxury to spend 
precious dollars on diese items, nor does it malte sense for them to do so especial^ when they are "ksowledge* 
worken whose investments are in their heads to be taken to on-site locations of tfamr customers. Moreover, 
why should sole proprietors be asked to pursue multiple concurrent custemers when mai^ are striving — and 
delighted ~ to keep a single large customer hapi^. In addition, the fundamental fector of "behavioral control" 
has become more difficult te apply in diis information age, as the Guide property recognizes in its effort to 
distinguish "snuestions" from "instructions" under the common law teat. Even a perf^ Training Guide is 
limited in its ability to ^ply a craturies-old common law test to occupations that did not exist 10 or 20 years 
ago. 


Second, too often the IRS’s interpretation of Section 530 of the 1978 Re^teiaie Act has remained at odds 
with the Congressional directive that diis law be construed liberally in fevor of taxpqm. For example, the 
IRS’s position on die consisteoCT standard as applied te worimn in "substantially similar positions" is too 
cramped. Likewise, Section 530 is undennined wtoi the IRS refuses to recogniee that decisions by other 
federal or state agencies or courts that a worker is an independent contnctor undw other staluta. So foo, the 
IRS has bera unreasonable in issuing a "nonacquiesceoce* to court decisions which found that a taxpayer can 
have a "reasonable basis" under foe common law for classifying worlors. These exan^Ies show how 
Congressional benevolence has been transformed into bureaucratic severify. 

Third , the IRS task of implementing foe Guide in the field Is enormous, is likely to take years, and does 
not remove foe serious collateral harms that result during worker classifi^on audits. As to implementing foe 
Guide, not only must the "substance" of the IRS positions be conununicated to TS^ field personnel, but there 
must be a wholesale shift in attitude among those personnel. But more signiftcandy, even if that training effort 
succeeds, taxpayers will consider foe process to ^ a ftulure unless m^or changes are made in the procures 
that IRS auditors use to conduct an audit and foe procedures for ™iting assessments. It sfaotild not be 
acc^table for IRS auditors to continue, as they do now during employment tax audits, to interrogate a small 
business’s customers, clients, and independent contractors in order to get information te use in making a worker 
classification decision. I have personally seen how such IRS contacts by themselves often terrify those who do 
business with a firm under audit and cause many of them U> avoid that firm. The firm may ultimately win its 
audit, but be out of business because of the IRS investigative techniques that are untouched by the Guide and 
still sanctioned by the IRS Manual. 
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Fourth. Ae Guide caimoc by administrative fiat resolve problems Uiat were clearly created by statute. 
For «canq>ie, diere is a strong bi-f)artisan consensus in Congrcas, su(^>otttd by tax prof^ionals aM by the 
business co mimmity , that Congress must repeal Sectioa 1706 ortbe 1986 Tax Refbm Act. Nothing in the 
Guide can remove diis irratiooal statutory provision that probU)its taxpayers in the conqnimr and ragineering 
industries — no mattes bow reasonable their actmns may have been ~ from claiming Section 530 relief. In fKt, 
the Guide specifically notes that even if» for example, the IRS agreed with an engineering firm that it has bemt 
a common, consismnt and longstanding industry pnctice to treat engineers as iDdq»endent contractors. Section 
1706 prohibits recognition of this and every other reasonable basis. Likewise, the Guide cannot eliminate the 
unfoir employmem tax "assessment* process which is mandatad by and which requires the IRS to impose 
a lien on a business for enq)loymeDt taxes even before the business has bad its di^ in court before an unbiased 
judge. 

m. ADDITIONAL STEPS REQUIRED BEYOND THE GUIDE 

The conclusion with which I am left is that despite the Guide, we must replace the common law 
employment test with a simpler, shorter and more definitive classification test that takm the focus away from 
classification and places it on maintaining high levels of tax compliance: simply put, there should be greater 
initiatives to insure reporting and payment compliance, wifo increased penalties for failure to comply, and there 
should be far less focus on the complex classification Issue. But we cannot stop there. We must improve and 
enhance Section 530 including repeal Section 1706 (which is Section S30(d)) ~ provide taxpayers more 
procedural protections during employmem tax audits, aM stop the crazy tax assessment and lim process that 
undermines whatever other substantive standards and procedure rights we provide m taxpayns. We must take 
these steps so tiiat self-initiative, entrepreneurship and small business growth - all of which sufier under the 
current IRS classification scheme — are no longer sacrificed as a price to pay for tax compliance. We saa have 
both high tax compliance sod fower restrictions on the ability of firms and workers to establish an ind^mximit 
contractor relatioi^ip. Several approaches are possible. Four steps are appropriate. 

First- H.R. 1972, Introduced by Congressman Christensen, provides a simpler, shorter and more 
definitive classification test. In response to some mticism that H.R. 1972 nu^ allow for too many workm to 
be treated as independent contractors, it must be remembered that to a large degree marketplace forces will 
eliminate any realistic probability tiiat every worlmr will become an independent contractor, fo addition, H.R. 
1972 addresses only Internal Revenue Co^ issuea: a worlmr who is an employee for purposes of wage and 
hour law, equal employment law. National Labor Relations Act purposes, OSHA and other laws wiH remain 
an en^iloyee under those laws. There are also reports that some Menfoers of (ingress are concerned that some 
low-paid classes of workers witii littie skills or education mi^ be coerced by some firms into becoming 
independent contiactors against their wilt, witiiout reasonable oppoitunities to work as employees for other 
firms. These Mtanbers have suggested tiist Congress must create actional categories of "statutory employees" 
at tile same time that it enacts H.R. 1972. However, k may be more prudmit to wait a fow years afta the 
enactment of H.R. 1972 til detennine if these predicted abuses have come to pasa. R^ardless, whether new 
"statutory employee" eateries are now or in the future, the bottom line is that H.R. 1972 provides 

a good foundation for sittiplifyuig the common law test. 

Second, whether or not H.R, 1972 is enacted - and certainly if it is not enacted - Congress must clarify 
and enhance the rights a^rded to taxpayen by Section 530. To begin with, Sectioa 530 will remain like a 
cruise ship with a gaping bole in it until Sectioa 1706 ~ which is subsection (d) of Sectioa 530 - is t^ealed, 
and the computer andcapneering industries are given the same rights as every other industry. In addition, 
detailed testimony *Tj**"* Congress must diiea the IRS to liberally i^ly several of the provisions in 
Sectioa 530, inrlnHing lhnMwrfiringen wtiW \m ■‘inenMMtenttre i tmaar" of WOrkerS holding "substartally Similar 
positions”, what oonstitmaa a "loaptanding recognized practice of a significant segmett of an industry", what 
constitutes "any otiier reason^le baiis", and which paify has what burden under Section 530. In addition, 
Sectioa 530 should be extended to cover income tax wdits of the workers tbemidvet. 

Third, we must diange the aseBssment process in enqiloymeat tax audits, and the IRS investigative 
process used during the audits tiieaisetves. My detailed teitimo^ includes suggestions on how Congress should 
makm riisoges to the statutory asseasment procedures (unless a taxpi^ is found to have inteitiionaUy 
misclasstfied workers or to have witiihdd and not paid over taxes). Unlike income tax audits where no 
asscssmert can be made or lien can be filed until after a court trial before an unbiased judge, tiie Internal 
Revenue Code requires the IRS to make an assessment, which becomeet lien, right after the IRS Appeals Office 
upholds a worker classification dedskm. This IRS assesament and lien action leads maiqr financial institutions 
to cut off a small business taxpayer’s line of credit. A court mi^ ultimatdv rule in finmr of the taiqiayer in 
a refund suit in court, but muy taxp^rers never get that hr because tfa^r will be forced out of busioeu due to 
the pre-judicial assessment and lien. As to the IRS investigative procedures dnri^ audits of contacting a 
taxpayer’s customen, clieots and independent contractors, eifov the IRS should qui^y amend it Mamial to 
stop foese actions or Congress should step in. 

Fourth, and finally. Congress must take steps to require greater compliance related to the rqiorting of 
payments made to independent contractors, and to impose greater p«ialties for fiulures to report thu are more 
than dfi minimU- A $50 penalfy for not issuing a 1099, at least where such failures are wtde^read, is too low; 
attachment of Forms 1099 to an independent contractor’s income tax return, just like Forms W-2 must be 
stacked to an onpioyee’s income tax return, should also be considered. Otiier improvonmits are also possible. 
However, I would like to stress that none of these steps should be taken to inqiose greater burdens on small 
businesses and ind^iendent contractors unless they are accompanied by the Qrpe of relief set forth above. 

««« ••• *** 

Thank you for the opportuni^ to testify. Below are details of some of tiie above topics. 
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ATTACHMENT TO TESTIMO!^ OF HARVEY I. SHULMAK 
I. REVISIQN OF SRCnON 530 SAFE HABBQg mm yttftVlginMa 

Until a neir definition of eoqiloyee or independent contnetor it l^itlnad, Seietion 530 rqirrimti the 
onlv back*up alteniative to the uiq;)r^ictable ^^•queetion common law test. As sudi, a reasonably 
understandable and nQiwtiacrifwinafntif updamd version of Section 530 it criti^ to protect butinets. 

A. Rcpttl Sectton 1706 of the IMd Tea Re fann Act. A prerequisite to 

"improving” Section 530 is making it appiic^ie to all taxpayen inelading those in so-called diree^ar^ 
arrangonrats in the technical services industry. To "leave th^ taxpi^en in the d^”, while m>iring Section 
530 a better law for everyone else, is illogical and unjust. As a result of Section ITOS of the 1986 Tax Reform 
Act, Congress removed the Section 530 safe harbor for only the scrvicee industry, and it dU so in a 

most insidious manner. In particular, it focused only on so-called ”threei>ar^” situations in tto 
services industry in which a worker (the first party) uses dm services of a bwoker (the second, or intermediate, 
party) to locate consulting opportunities with a client or customer (the dSifd par^). Sei^n 1706 took aw^ 
all Section 530 relief from the intermediatt party, foe brolmr. In fact, customers who contraa directly wifo 
consultants in so called "two-par^" situations still have Section 530 relief; and, even in the "three-party" 
situations, the customers also retain Section 530 relief — only foe broker has been targyed. 

As a result of Section 1706, foe technical services industry is the onlv industry in this country where 
the employment tax liabilities of certain firms are dMamloed unda only fine test, the 20-factor common law 
employment test. In every other industry, — whether in "three-party” or ”two-par^" situations — every firm 
has its employment tax obligations determined under alternative tests: either foe 20-factor common law 
employment t^t a back-up. alternative employmern tax safe haven such as Section 530. If a worlmr is 
determined to be self-employed under either alternative, then the worker — and not foe firm — must pay the 
employment taxes. The denial of both alternatives to foe technical services industry is clearly discriminatory 
and, for this reason, we urge repeal of Section 1706. 

In order to understand foe compelling reasons for rq>ea]iDg Section 1706, it is important to understand 
how that provision was enacted. Section 1706 originued as a non-controvenial "revenue off^" measum that 
was estimated to raise $ 12 million per year; it was never analyzed in detail and it was never discussed in any 
hearings. As a proposed "revenue offset" measure, it was also somewhat of an "experiment" in reaction to 
claims chat foe Section 530 safe haven was "too lib<»al” and had led to tax noncompliance which sometimes 
resulted in unfair competitive advantages to certain firms and workers - claims which, it should be noted, 
would ^ply to every industry if they are true. 

Unfortunately, foe "experiment” that became Section 1706 created a nightmare for foe services 

industry by placing it in foe very same vulnerable sfoiation that all firms faced in the 1970s and that led in foe 
first place to enactment of foe Section 530 back-up, aitemative employment tax safe haven. As a result. 
Congress received thousands of complaints that foe Section 1706 'experiment” had failed, and in 1987 over 125 
members of foe House - locludiM a bipartisan majori^ of foe Ways and Means Commhme - called for a two 
year moratorium on Section 1706 while it could be studied. The proposed moratorium was not pursued, but 
in 1988 Congress passed Section 6072 of TAMRA to mpiire the Treasury Department to study the impact of 
Section 1706. 

The Treasury Department Study, released in March 1991, is the most comprehensive and unbiased 
analysis of Section 170^ The Treasury D^artmeut Study contains new information, not available in 1986, 
wbi^ confirms that the discrimination against foe t echni c ^ services industry cannot be justified - and that 
legislative relief is necessary. 

First, the Study concluded that although foe technical services industry had been foe only industry 
singled out for loss of foe Section 530 back-up, aitemative enq>loyiDeDl tax safe haven, that discrimination bad 
bera imposed against an industry in which there is actually better tax p pmnlianee in comparison to maiq^ othn 
industries. When Congress enacted Section 1706, it did not know this fact! 

Second, foe Study found that especially because of its appltcation to mlX so-called "three-par^ 
situations” in foe technical services indust^" - mi foe exemption of *two-parQr” situations — Section 1706 is 
"difficult to justify on equity or other policy grounds.” 

Third, foe Study confirmed that applicatton of foe "20-factor common law [employmeitt] test can be 
difficult, in particular in foe multi-party situations affected by Section 1706” (emphasis added); inde^, the Study 
quoted an Assistant Treasury Secretary who admitted fottt fois test 'may also produce in^ropriate restilts* and 
"does not yield clear, consistent, or satisfactory answers”. 

Fourth, foe Study disiMlled foe notion fo^ foe government loses tax revenues when technical services 
workers perform services as independent contractors instead of as employees. The Study found fom when 
workers in ggy industry perform services as indepeodent contractors, some m^ underreport foeir incomes or 
overstate their business expenses. But the Study concluded that for foe technic^ services industry, 
"Misclassificatioo of employees as independent contractors increases tax revenues, however, and tends to of^t 
the revenue loss from undercompliance by individuals, because direct (taxable cash] compensation to 
independent contractors is substituckl for tax-favored employee fridge benefits.” 

In short, after the Treasury Study, there is no longer any justification for continuing the tax 
discrimination created by Seaion 1706. If the technical services indus^ is to be denied all Section 530 relief, 
then so must every other industry; if "three-party" rdationships in our industry are to be denied Section 530 
protection, then so must "two-party" situations — and no one is proposing those drastic alternatives. Nor can 
it be said that classification of workers as ind^ndent contractors actually results in revenue losses. Finally, 
after the Lambert’s Nursery decision, it is untme that firms which have uWd both employees and independent 
contractors cannot compete on a "level playing field” with firms that use only indq>Mdent contractors on foe 
assumption that the IRS will deny Section 530 relief to foe former firms while granting Section 530 relief to 
Che latter firms; it is the relationship with each group of workers that counts, not whethtt foe workers are 
performing similar services. 
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Enou^ has been said and studied on this issue. Now is the time to repeal Secdon 1706. 

Section 530 req^i ^^^ and all^i^ers holding 
"substantially similac positions” — as indepotdent contrtcton. AlAough Se^n 530 itself does not del^ die 
term "substutially similar position”, the IRS interpretation of the term has utt been in accordance with original 
Congressbnal inrnot and die IRS interpretation hm, in fact, been ri^tfiilly rejected by the judiciary. Without 
CiCtt guidance from CnngreM as to what is a "substantially similar position* , die IRS interpretation of this term 
will continue to be confusing at best, and erroneous at worst, and yet it will be assermd against taxpayers who 
will then be forced to litigam widi the IRS over that interpretation. The details of our proposal follow. 

Prior to the draft Training Guide, the most recent "ofticial* IRS position on this issue was set forth in 
Rev. Rul. 87-41. In that ruling the IRS stated that a detennination of whethw an individual who is treated as 
an employee "holds a position substantially similar to the position held by an individual whom the ta^qi^er 
would otherwise be p^mitted to treat as other than an employee for employmem tax pur^ses under section 
S30(a) of the 1978 Aa requires an examination of all the facts and circumstances, inriuding particularly the 
activities and functions performed by the individuals." While it is true that "all die facts aib circumstances” 
must be reviewed, there is nodiing in Section 530 which focuses the inquiry "particularly" on the "activities and 
functions" performed by a workn. Even more troubling is the IRS statement frnm Rev. Rul. 87-41 which 
follows the above quoti^ sentence: 

Diftoences in positions held by the respective individuals that result from the taxpayer’s treatment of 
one individual as an employee and die othtf individual as other than an employee (for example, thaFthe 
former individual is a participant in the taxpayer's qualified pension plan or hMlth plan and the latter 
is not a participant in either) are to be disregarded in determining whether foe individuals hold 
substantially similar positions, (emphasis added). 

The draft Training Guide issued in February 1996 held out some hope that foe IRS might back away 
from the above erroneous interpretation. On page 3-10, the draft Guide stat^: 

A substantially similar position exists if foe job functions, duties, and responsibilities are 
substantially similar god the control and supervision of those duties and supervision is 
substantially similar, (emphasis added). 

Rightly so, thoefore, the draft Guide looked at how foe firm controlled and supervised a worker. 
Unfortunately, however, elsewhere foe draft Guide foil back into foe same improper interpretation foat was set 
forth in Rev. Rul. 87-41. Namely, on page 3-12 foe draft Guide noted foat "Coi^arison of job functions is 
;ii\ important factor" in determining if positions are "substantially similar”; it foiled to refer to the need to 
compare how or if foe firm controlled and supt^sed workers with similar job functions and, instead, even told 
auditors not to consider such foctom as whefoer a work» "punches a time clock, receives company benefits, 
nr is covered by workers’ compensation*. Then, in Example 4 on page 3-13, the draft Guide concluded foat 
there was inconsistent treatment of workers in "substantially similar positions” based on foe facts foat workers 
were "all doing foe same job" or that th^ "performed substantially foe same job*. The language on page 3-12 
and foe example on page 3-13 undermine foe positive statement on page 3-10 that much, mutfo more than "doing 
foe same job" b involved in determining if workers hold "substantially sinular positions”. 

The IRS's narrow emphasis in Rev. Rul. 87-41 on the "activities and functions" performed by a worker, 
and its own semnin^ ioconsisteiit discussion in foe draft Guide of foe difforraces in a taxpayer’s treaanent of 
workers, do not coo^oit with foe letter and spirit of Section 530, nor with the common sense operations of 
businesses that used both independeot contracton and employees prior to the passage of Section 530. 

Congress required from foe outset foat foe reasonable basis requirement of Section 530 "be construed 
liberally in favor of taxp^ets." House Ways & Means Committee Report No. 95-1748 at p. 5 (Oct 10, 1978). 
Sfis. American Institute of FamMyRej^onsv. IT .S . 79-1 USTC t9364 (C.D. Cal. l979Kcourt reached 
proper result by broad iocerpretatioa of Section 530); Critical Care Register Nursing. Inc, v. UniteH 775 
F.Supp. 1025 (E.D. Pa. l^lXcourt reached pn^ result broad intcrprettfion of Sectmn 530). Indeed, 
Congress stated foat foe "consistent" staodari was an "anti-abuse provision* that was iateoded "to prevmit 
taxpayers from changing the way fo^ treat woiters for employment tax puiposea solely to take advantage of 
the rdief provbioDs....” U' st P- 5. The IRS's reading of foe "consisted" standard in Rev. Rul. 87-41 is 
inconsistent with Congressional intent that Section 530 "be construed liberally". 

In many typical situations, a worker who is treated as an independent contractor may perform some of 
the same or similar "activities a^ functions" as a worker who is treated as an en^lo;^; the foct that their 
"activities and functions" are similar does not mean fo^ these two wortos bold "substanl^ly similar positions” 
with a ta:q>ayer. Similarly, workers who perform very diffmnt "activities and functions" mi^t well hold 
"substantitily similar positions" with a taxpayer. What is of major inyortance Is not the job duties foemselvea. 
but instead foe taxpayer's tr eat me n t of foe workers, foe relationships betwemitbe worlmrs and the taxpayer. 

Even before Section 530 was enacted, foe overwhelming body of judicial precedent recogni^ that both 
ind^ndem contractors and employees coidd be performing the very same work for a single service recipient, 
and that their different relmiooships with the service recipient - not the nature of their work - would determine 
their employment status. SSfi, e.£.. Radio City Music Hall v. United States. 135 F.2d 715 (2d Cir. 
i943)(tbeat^ owner provided eotertainment to its uidiences through foe use of Its own in-house musicians, 
dancers and actors who were its employees as well as by hiring independent contracton); United States v. 
Thorson . 282 F.2d 157 Ost Cir. 1960)(hoiDe improvemeni company hired workers as indep^ent contractors 
to install roofing and siding, but if it could not find acceptable independent contractors at an acceptable rate, 
it would use its own employees to do foe installations); Aoaca. Inc v. United i^ftatea 77-I USTC Y 9139 p. 
N.M. 1976)(moving company hired its own employees 10 assist drivers in the packii^, loading and unloading 
of moving vans, and also hired independent contractors to perform foe same exact work in those instances where 
the company’s own employees were not available). Because Section 530 is to be "liberally construed in frivor 
taxpayers", it makes no sense tbiR a taxpayw can under the more restrictive common law test properly treat 
some workers as ind^endent contractors who perform foe same work as otben who are treated as employees 
yet, at the same time, deny that tajqiayer Section 530 rdief based on " inconsistent” treatment of worken holding 
"substanti^ly similar positions*. 
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In short, when Congress first enacted SecUon 530, it knew that workers did not hold 'substamially' 
similar positions” just because th^ performed similar of work. For the IRS to iittetpret this term in the 
manner set forth in Rev. Rul. 87-41 is inconsistent with prior case law and the common sense, as well as the 
charitable reading of Section 530 intraded by Congress. 

The correct approach to interpreting Section 530 was stt forth in the decision of the U.S. Court of 
Appeals for the Fifth Circuit in Lamhart’a Nursery & l i>nH<eapi ng. Inc, v U.S.. 894 F.2d 154 (5th Cir. 1990) - 

- a case which the IRS did not even cite in the draft Guide. In the Lambert*s Nursery case, the taxpayer start^ 
his business in Louisiana by using ind^ndent contractors to do landscaping for customers. An IRS 
employment tax audit upheld his classificatioa of the landscape workers. He later ^anded his business to 
provide Janitorial services to customers by using independent contractors. In addition to these ind^ndent 
contractors, the taxpayer also employed some l^sc^ and janitorial workers as his employees, though he 
treated them differenUy. When the IRS audited his business because of his classification of the janitorial 
workers as independent contractors, the taxpayer claimed the "prior audit” safe haven under Section 
S30(a)(2)(B). The IRS denied his claim, noting that the janitorial workers did not hold ‘positions substantially 
similar to the position[s] held by" the landscape workers. The Court rejected the IRS view and commented on 
the reference to "substantially similar position" in Section 530: 

The IRS ... has provided no authority to support its assertion that the type of work done, rather than 
the structure of the relationship between die taxpayer and his workers, should be the preeminent 
interpretive factor for section 530(a)(2)(B). Neither does the plain wording of the provision provide 
support for the IRS position. The "reasonable basis" requirement of section 530(a)(1) to which section 
S30(a)(2)(B) is direcdy linked, has been broadly interpreted in favor of taxpayers. General Investment 
Com, v United States . 823 F.2d 337, 340 (9di Cir. 1987). The relationship of the taxpayer to his 
workers is the most important element of the section 530(a)(2)(B) analysis, and a taxpayer may 
reason^ly rely on a prior [employment tax) audit pursuant to a section 530(a)(2)(B) even though he 
later employs substantially similar workers in a difforent industry. 

The Lambert’s Nursery court reached the correct result because, in interpreting the words "substantially 
similar position", it looked primarily at the worker's service relationship with the taxpayer and not at the 
worker’s job duties. See also REAG. Inc, v. United States . 92-2 USTC 5 50,475 (W.D. Old. 1992)(Court 
rejected the IRS's argument that REAG inconsistently treated its non-owner appraisers as ind^iendent 
contractors and its owner-officer appraisers as employees because the relationship between the taxpayer and the 
owner-officer iqipraisers was different - involving management control and substantial additional duties - 

- than the relationship between the taxpayer and the non-owi^ appraisers); Reinhardt v. Commissioner. 85 T.C. 
511, 522 Q. 16 (198S)(Tax Court emphasized with approval the fact foat the IRS had issued a letter to the 
taxpayer/doctor in which the IRS granted Section 530 relief where a clinic bad continuously treated its 
shareholder doctors as employees and its non-shareholder doctors as ind^ndent contractors even though both 
groups of doctors perform the very same type of services).^^ 

For example, suppose there are three worker: the first worker is an accountant, the second worker 
is a lawyer, and the third worker is also an accountant. The first worker is treated as an employee of the 
taxpayer, isu, the taxpayer withholds and pays ovo taxes, under a relationship that includes the following: the 
worker is legally guaranteed to be paid by the taxpayer for the time worked, even if the quality of the work is 
unsatisfactory; the worker may be reassigned by the taxpayn- to perform other work or to work in other 
locations; the worker is subject to review a^ promotion in accordance with the taxpayer’s general staff policies; 
the worker is eligible to receive paid training from the taxpayer; the worker not perform the same type of 
work for others without the taxp^er’s permission; and the worker can resign at will, even in the middle of a 
project. 


Even though the second work» may perform a totally dissimilar job - e.g.. the lawyer ~ under die 
rationale of T amhgrt’ii Nursery he or she would hold a "substantially similar position” to the first worker if die 
above foctors applied to both because the structure of the relationship between the lawyer and the taxpa]^ was 
the same as the structure of the relationship between the accountant the taxpayer. Likewise, under this same 
rationale, even though the third worker petfomtod the same type of job as tte first worker - e.g.. both wm 
accountants — the two accountants would ^ hold "substantially similar positions” if the above factors lulled 
only to the first worker and not the third worker. In short, the taxpayer would not lose the safe bavra on the 
ground that the two accountants performed similar services because the structures of their relationships to the 
taxpayer were not substantially similar. 

In conclusion, it is essential diat Congress affirm the rationale of Lambert's Nursery and the pre-Section 
530 common law cases, and reject the [RS position in Rev. Rul. 87-41 and the draft Guide. 

C. Congress Should Clarify What Constit iiteg a "Reasnnahi* To qualify for relief under 

Section 530, a taxpayer must demonstrate that it had a "reasonable basis” for tieating the workers as 
ind^iendent contractors. Although the Congressional mandate has coosistenUy been to construe the reasonable 
basis requirentont "liberally in favor of taxpayers", the IRS response has be^ simply to pay "lip service" to 
this admonition. Sfifi Rev. Proc. 85-18, 1985-1 C.B. 518; . In practice, the IRS generally advances a very 
restrictive interpretuion of the reasonable basis requirement. 

1. Revision of "Judicial Precedent" Saf e Harbor. Under Section 530, reliance on 
"judicial precedent” will constitute a reasonable basis for treating the worker as an indq)endent contractor. 
Despite the Congressional mandate of liberal construction, the IRS recently has applied a very restrictive 


Interestingly, in the draft Guide at page 3-13 the IRS noted that it has nonacquiesced in the REAG 
decision; it cited, without explaining its view, two other conflictmg decisions on this issue, i.e.. World Mart. 
Inc. V. United States . 93-1 USTC par. 50,304 (D. Ariz. 1992) and In re Compass Marine Coro.. 146 B.R. 138 
(Bankr. E.D. Pa. 1992); and it also referenced the decision in Lowen Corp. v. United States. 785 F.Supp. 9 13 
(D. Kan. 1992). Lowen and other cases not cited, but which found inconsistency, are unexceptional in that they 
determined that purported distinctions in how taxpayers treated their workers were insignificant. Moreover, 
a "liberal" interpretation of the consistency standard should likely have led to a different result in Lowen . 
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positioa on what constitutes judicial precedent, requiring nearly idmtkal facts before a taxp^er can rely on tfaie 
safe hafoor TAM 9443002. The taxp^rer should be able to rely on judicial precedent which is geDttalt 3 r 
similar to die facts in die taxpayer's situadoo. 

2, Reyfajon of "Prior AtwHf Safe H>rt>or. The term "audit* is not defined in Section 
530. Hie IRS has narrowly construed what it means by the tenn "audit”. Indeed, the IRS often has ~ without 
opening a formal employment tax "audit" ~ acmaliy engaged in an examination of a taxpi^er’s use of 
independent contractors to avoid the prior audit safe hav«i. 

For example, many corporate income tax audita now include an IRS inquiry inu) a tajmayer’s treatmod 
of workers as indqieDdeot contractors and the reasons for such treatment; th^ also result m ^ review of 
indqiendent contractor agreements and odier documents which relate to the workers' status — all of diis being 
done as part of an income tax uidit. Only somMimes is a separate form^ employment tax aiulit opened in 
addition to the income tax audit; in fact, if no formal employtnem tax audit is op<med, die IRS will not issue 
a written statement to the taxpayer that it correctly classifted the contractors. 

In many other cases, even when no income tax audit is pending, the IRS wilt contact a taxpayer and 
conduct an employment tax "compliance check" where similar detailed information about worker classification 
is sought from the taxpayer through interviews or examination of some taxpayer books and records (e.g.. 
contracts and invoices). If the IRS thinks that the information it develops in a "compliance check" will not lead 
to worker reclassification, then it goes away ~ without issuing any formal written statements to a taxpayer that 
no problems were found. Of course, if the IRS believes that worker reclassification is necessary, then it will 
open a formal employment tax audit. 

In both of these types of cases - as some IRS officials have admitted to us ~ the IRS is intentionally 
attempting to avoid opec^g a formal employment tax "audit" so that in the future the taxpayer cannot claim 
Section 530 relief, even if IRS has requir^ the taxp^er to justify its treatmem of independent contractors and 
even if the taxpayer successfully did so. 

For these reasons, we believe that changes should be made to the existing Seaion 530 "prior audit" safe 
haven to prevent the IRS circumvention of this safe harbor. The term "audit* should include any IRS written 
or oral examination of the taxpayer, or review of tlM taxpayer’s books and records, regarding the bases for the 
taxpayer’s treatment of workers as independent contractors. It is not necessary tbtt the IRS shall have opened 
a formal employment tax audit as long as, through questioning of the taxpayer or review of its books and 
records, the IRS has required the taxpayer to justify its treatment of workers as other than employees. 

3. Definition of "Long-Standing Befognfaad Practir* of a SteniflcMH Smtnt nf th# 
Industry". As with the definition of "substantially similar position” and the other statutory safe harbors, the 
IRS has interpreted the reference to "industry practice* in Section 530 in a manne r inconsistent with 
Congressional intent. The IRS lyiiproach focuses on four main issues: (i) within what geographic area must 
the industry practice occur? (ii) what is a "significant" segment of the industry? (iii) when is a recognized 
practice "long-standing”? and (iv) what type of proof must the taxpayer produce to meet tfaiS’Safo harbor? Any 
legislative changes in Seaion 530 should include the following principles. 

First , taxpayers should have die opportunity to demonstrate that an industry practice exists locally, 
within a state, regionally within a multi-state area, or even nationally. Taxpayers should be permitted to rely 
cn any qm 21 more of these geognqibic areas. The changes in the I^ position on this issue demonstrate why 
Congressional clarificatioo is essential. At one point the IRS argued that taxpi^ers bad to demonstrate a 
national practice, but this view was rqected by a major court decision. Geaecsl Inv eatment Cnrp v iiniterf 
States. 823 F.2d 337 (9th Cir. 198‘^(ta;qiayer can rely upon "industry practice* in the single counfy in which 
it operates, and IRS not require evidence of nationwide practice). Now, the IRS Manual requires the 
taxpayer to produce evidence of entities in its uidusti 7 "for the localify (the iocalify must be specified, such as, 
city of population)*. IRM - Administration, 5(iO)26.4<lXc)l .b. But an IRS restnetiod on the area 

for wbidb the taxpayer must produce evidence is inconsistent with a "liberal” interpretation of Section 530. For 
example, aithou^ ta^qiayen in a particular locality may operate in one manner, the taxpayer under audit may 
have ba^ its difforent mohod of operation on an "industry practice” that exists in the entire state or in that 
region of the country, or even on a practice that exists only in rural areas of the nation or in "big cify* areas 
which it was trying to emulate - or on some combination of these areas. In short, as long as tasqiayos have 
a reasonable explanation for the geogr^bic area or areas on which they are rdying, tb^ should be permitted 
to demonstrate an "industry practice” in (hose areas. 

Second, many IRS auditors will not recognize a practice as "significant” unless more than 50% of the 
firms in an area follow the same practice. This IRS position is an und^y cntDp^ view of Section 530, and 
it finds 00 support in the legislative history or in case law. Indeed, nowhere in the l^islative history did 
Congress indicate an intention to quantify "significant” as more than Moreover, significant court cases 
whi(^ have addressed Ae issue have reli^ on percentages wdl below 50%. See, e.g.. REAG. Inc, v. United 
States. 92-2 USTC 1 50,475 (W.D. Okl. 1992)(Coua relied on an industry survey in which only 24% of the 
relevant market respond^ and, of tha 24%, thr^fourths of the respondents stated that Aqr treatra non-owner 
. appraisers as independent contractors). In faa, the standard dictionary does not quantify the tom as more than 
50% either; rather, it defines "significant" as "meaningful" or "an observed dqiarture from a hypothesis too 
large to be reason^ly attributed to chance." Sss> £*&• Webster’s New World Diction^, Second College 
Edition. The reference to a "significant” segment of the industry means only that the practice be "meaningful”; 
to the extent that it is necessary to quantify this term, it should be sufficioit for a taji^aytf to provide reasonable 
evidence that at least 20% of Ae affected firms or workers engage in similar practices, unless the taxpayer can 
demonstrare why a lesser percentage is "significant". 

Third, the issue somaimes arises as to what constitutes a "long-standing" practice. Currently, there 
is little guidance as to what constitutes a "long-standing" practice. The IRS views an industry practice of using 
independent contractors since 1978 as "long-standing” but suggests that this safe harbor may still be available 
to businesses that began aiti^ 1978. draft Training Guide. Not surprisingly, the IRS has held that a 
company which starts a new industry cannot qualify for Ais safe harbor because tbm was no industry practice 
on which it could rely at the time it began business. Sfi TAM 9420002. In this regard. Section 530 should be 
clarified to define "long-standing" as not limited to imlustry praaices in existence prior to 1978 or to new 
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industries tbat developed after that dato. Indeed, as new industries have developed, newly-formed practices 
should be considered 'long-standing" after a peri^ of years. For example, when Section 530 was in 

197S, the cellular telefriione industry had not beeo developed. But if, several years after its devdopmeat, a 
signiftcant sh^nea of the industry uses the services of mdepeadent contractors in vttious sales or 
services c^>ac it i e s» dien such practices should be recognized as "long-standing" for purposes of S«^n 530 
relief. Congress did not intend a static view of the types of indepoideat contractors diat could or sh<^d be 
recognized. 

Fourth , the IRS requires an incorrect level of proof for taxpayers to rely upon the industry practice safe 
haven. Currently, the IRS requires that the taxpayers identify specific competitors which also use ^ services 
of indepoideot contractors and the details about the use and operations of th^ competitors. See IRS Manual - 
Administration 5(10)26.4(l)(c). In fact, taxpaym have oftra complained that even when a taxp^er provides 
a survey taka by an indust^ association of the use of independent contractors, the IRS has refused to accept 
thtt surv^ unless the names of firms which also use this class of workers are revealed. Yet, IRS examiners 
have candidly admitted to many taxpayers that tiiis new list of firms provides a basis for additional audits of 
those firms. In other words, the indus^ practice safe haven will be implemented by the IRS only if a taxpayer 
under audit is willing to "snitch" on its competitors. Justifiably, the courts have not required the degree of 
proof of industry practice on which the IRS insists in its examinations. In particular, in the above case of 
General Investment Coro, v. the taxpayer’s evidence of industry practice consisted of testimony 

by the taxpayer’s president and by flog competitor, boith of whom "had extensive familiarity with the operations 
of a number of ofoer [competitors] through their roles as officers of a county-wide trade association", which 
involved "meetings with otiter mine owners and numerous visits to other mines." ^ glsg In re Billie Vester 
Rasbufv. 91-USTC 1 50,454 (Bankr. N.D. Ala. 199lKvifoout the aid of any industry survey, the court 
conclud^ tbat there was a widespread industry practice of using indep^ent contractors in the logging mdustry 
based on the first-hand knowledge in the testimony of Rasbury, long-time employees, and experts); InreJoev 
L. Bendy. 1994 Bankr. LEXIS 261 ^.D. Term. 1994)(the court relied on the experiences and first-hand 
knowledge of the debtor and the company’s bookke^>er to establish the debtor’s reasonable reliance on industry 
practice). These cases pn^>erly apply Section 530; the type of evidence offered in these cases, as well as 
through other means - including tra^ association surveys which do not identify individual respondents - may 
be us^. 


4. Clarify "Qtlwr Beds* Safe Herfaor. Despite the expansive language of 

Section 530 and the mandate of a liberal construoioo in fovor of t^ayers, the IRS baa beta very reluctant -> 
even in view of contrary case law - to expand the scope of qualifying "reasonable basis” standards beyond the 
three specifically identified in Section 530 ri.e.. judicial and IRS rulings, prior audits, and industry practice). 
Section 530 should be clarified to specifically include several addhionid reasonable basis as follows. 

There are a number of cases which conclude that a taxpayer’s reliance on the advice of tax professionals 
constitutes a reasonable basis under Section 530. Sfifi. Smokev Mou ntain Seewea. Inc, v. Unif*ri 
76 AFTR2d 1 955509 (E.D. Tenn. 1995). 

There also ace several cases holding that a taxpayer had a reasonable basis for treating workers as 
indqiendent contractors based on a reasooabie belief that the worken wne independent contractors under the 
common law test. SfiS. fLg» rritiMi rar e Register N iysiny. Inc, v. United States. 776 F. Supp. 1025 (E.D. 
Pa. 1991): REAG. Inc, v. Unit^S^ 92^2 USTcT 5^75 1^. 

Other cases have concluded tb$t reliance on determinations by state agencies as to the classification of 
the workers u indepentlent oomractors also may constitute a reasonable basis for treating the workers as 
indqiendoit contractors. SSBr Qvereen, v. 9\-2 USTC par. 50,459 (W.D. Okla. 

199l)(decisioD by OUahoma En^loymeot Security Commission tbat workers were independent contractors 
might justify Section 530 rdief if adtu^osl facta about state agen^ deciskm are provided); Oueenagam Dental 
FamUv Fractic* v nnif4 91-2 USTC par. 50,536 (M.D. Pa, 1991KsW» denial board s tatement 
tbat dentists must be treated as independent contractors provides reasoo^le basis under Section 530). SfiS ^20. 
Sandgy n Ri v tTnif»ri Sw g62 F.Supp. 196 ^.D. (Xiio I994)(rdianc» on state worlor’s conqMosation 

In addition, the IRS interprets the "judicial precedent" safo harbor as not applying to precedent (rendered 
on facts similar to those of die taxpayer's situation) that was decided afte the years under audit. Even if this 
is a correct i nte rpret ati on of Section 530, Congross should Clarify tbat such precedent can, however, be relied 
upon by the taxpayer as an "odier reason^le basis” for treating the worlmrs as i nd e pendent contractors (i.e.. 
subsequent judicial cooftraution diat the taxpayer’s classification of the workers as independent contractors was 
reasoufole). 

In sum, if die Congressional mandam of Ifoerai construction is to become meaningful at the IRS 
administrative level. Congress should affirmatively clarify that a t^i^ is permitted to rely on any of the 
above as well as any other reasonable basis for purposes of qualifying for Se^on 530 rdief. 

D. Coimtas Should ClariN the Burden of Proof Undet Section 530. 

There is currently a dispute over whether a taxpayer has the same burden under Section 530 as 
exists otherwise in employment tax audits. Some cases, like REAG. Ing , y, States gOl F.Supp. 494 
(W.D. Okla. 1992), explain tbat a tajq»ayer need only demonstrate that it has a substantial rational basis for its 
classification of workers as ind^ndent contractors under Section 530. However, in Boles Trucking. Inc, v. 
United States. 77 F.2d 236 (8th Cir. 1996), the court rejected the REAG analysis of burden of proof; 


^ The draft Training Guide limits the "judicial precedent" safe harbor to rdiance on federal court decisions. 
Even if that is the correct interpretation of the term "judicial precedent". Congress should clarify tbat state or 
federal court or agency decisions, particularly those that have applied the more restrictive "ABC” independent 
contractor test or the even more narrow "economic reality” independent contractor test (as in the FLSA), can 
at least be relied upon by a taxpayer as an "other reasonable basis” under Section 530 for classifying worlmrs 
as independent contractors. 
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nonetheletfr the court also confused the issue by stating that under Section 530 the taxp^rer bad the burden tix 
pmve a preponderance the evidence that it had a r*HAn>t basis for improperly clauifyiDg the workers* 
(italics in origmai. eimhaaia added>. a standard that does not seem that diffteeat fom REAG. A middle ground 
wu suggM^ in MeQdlaB v, Uni^ Statea . 900 F.Supp. 101 (E.D. Midi. 199S), where the court found that 
under Section S30 a taxpnw need only "come forward witii an explanation and enou^ evidence to establish 
prims focie grounds for a folding of reasonableness. . . . [T^is threshold burden is relati^^y low, and can be met 
with ai^ reasonable showing: Once the taxpayer has this prima facie showing, the bunto then shifts to 
the IRS to verify or refute & taxpayer's explanation." 

Congress should not leave taxpayers dangling over what is the correct burden of proof under Section 
S30. We suggest that Congress adopt the McClellan standard and, as importantly, that Congress clarify that 
the IRS must show not only "unreasonableness" aRer a taxpayer makes a prima facie case, but also that dte 
must show "inconsistent” trettment of worktfs in "substantially similar positions". Partic^arly as to ^ latter, 
it is almost inq>ossU»le for a taxpayer to introduce evidence of the ^sitions of every worker it has ever treated 
as an employee and to show that such positions were not "substantially similar* to those of workers who were 
treated as ii^ependeot contractors. Instead, if the IRS bas evidence of "inconsistency", it should come forward 
with it and prove it affirmatively, rather than having the taxpayer effectively prove a "negative”. 


n. REVISION OF EMPLOYMENT TAX ASSESSMENT PROCEDURES 

One of the most unfoir aspects of the current employment tax system is how assessoMits are handled. 
In the following p^es we offer statutory language for a proposal to eliminate assesamuits in en 4 >loymeot tax 
exams involving worker misclassificatioos until after the taxpayer bas bad a chance to take its case to court and 
bas lost in court. This new procure — modeled almost entirely on how income, estate and gift, and excise 
taxes are handled — would provide for a "notice of employment tax deficimicy" in lieu of an assessment. 
However, this new procedure would 0 $^ be available if die taxpayer either nusclassified its woricers through 
intention^ disregard of the law (which is the standard for denying the taxpayer a reduced assessment under 9 
3S09(c)) or withheld the taxes from the workers but did not pay them over to the IRS. Also, the new procedure 
is intemled to give taxpayers greater rights against the IRS, not to provide the IRS with more rights against 
taxpayers. 


A. Curmit ijf ^nfBlT Under cunent law, IRS examiners or auditors "recommend” an 
eimloymem tax assessment in IC misciasstfication cases. The taxpayo* can then appeal to the IRS Appeals 
Office. If the Appeals Office agrees that the taxpayer has misclassified, and owes employment taxes, it demands 
payment from the taxpayer. If the taxpayer refill to pay and wants to appeal forfoer, by law under the IRC 
the tax that is due is immediately assessed sol becomes a lien on the taxpayer. Typically, the IRS then files 
a notice of lien and begins to collect the assessed taxes. However, even If the QtS does not take any action 
beyond making the mere assessment, banks and other lenders will usually stop making loans to the taxpayer 
because die assessment itself is an automatic lien. 

After an employment tax assessment undo- current law. the taxp^er must the tax on 1 worker for 
1 quarter, then file a refund claim, and then generally wait 6 months for IRS action. If the QtS denies the 
refund claim, or fails to act. the taxpayer may sue for a refund in district court or in the Court of Federal 
Claims. At that point, the IRS will counter-claim for assessed taxes based on to the other misclassified workers. 

proposal that is disT^ird of 

the law or the tajqMjrer did not widifaoid taxes uid then foil to pty them over to the IRS, the IRS would have 
to do what it does in all other fypea of tax cases — i.e., the IRS would have to issue a notice of tax deficiency 
(we’ve called it a notieeof empfoymeot tax deficiency). If the IRS was in danger of losing the abilify to collect 
because, for example, the taxpayer was siphoning funds from its accounts, the IRS still could - as it can with 
regard to other taxes - make a jeopardy assessment. After a notice of enploymeot tax defiaency is issued, 
the taxp^er will have the opportumfy to sue in tiie district court or the Court of Federal Qaims, as is now the 
case (however, employment tax suits could not be brought in the Tax Court, where ail otiier deficiencies are 
adjudicated). Only after the court issues a final decision would the IRS be able to make an assess me nt. 

Tte Mtowtm prap«M4 aoMteMii te ChifCv O et SehUtle ¥ w pcvwii • caw* team Is tbt U.S. DUiki 
Cwt «r OahM Cem certtte pwf wiS mglarmm m fdttr t» amtmmmu 

• S«<»op 6201(4) of Chiftw 63 ahoU bo amibod to lii Ao foUowiai; 

"For apooiai nilw applicoblo to dofieioooioo of oKtain m npl o y m mt IMoo, mo wboh^Mr B.* 

* Tho foUowins wbehiiptor aholi bo addod to Ch^tar 63: 

'SUBCHAPTBR B. DEFICIENCY PROCEDUMS IN THB CASS W CEBTAIN BMPLOYMINT TAXES 

SEC. ^1. DEFINmON OP A EMPLOYMENT TAX DEFICIENCY. 

(lO In Oononl. - For puipooM of this titlo in tho com of on^loymont taXM impoood by ehopton 21 through 25 of tubthlo 
C with napect to any woriiar by roaioa of tnams *uch worfcar m not boing aa amployeo for puipooM of aueh ohipun, the term 
'en^loynwnt tax defician^* maona tha amiuflt by whi^ tha taxaa impoaad by ohaptan 21 thraugb 25 of wbtitlo C axoaada the axcoM of— 

(1) tha «um of 

(A) the amourt atwom aa tha tax by tho taxpayer upon his rtoire. if the return waa mode by the taxp^ror 
and an amount wao ahoom aa tha tax by the taxpayer therecM, plua 

(B) the emounte previously sMetMd (or coUacted without aaeoMmsn^ under dHptan 21 through 25 of 
SubtiUe C. over - 

(2) the amouK of rebMaa, aa defliied in rubMctton (bXl). made. 

(b) RuUe For Applioatkm of Subeeedon (i^. — For purpooM of this seotioa — 
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(1) Par puipoM* of thia aartioa, dw tanir *rab««^ man* w oweta of « abMnaai; «ndi^ nAnf. imiff— - 
poy mwt ; a* wm madaoa A* ground dut th* tuw un^ooad by etapUnll ttarau^ 2S of aabtilW C »«« Im ttiMite « bw» 
of tho ■HMMK ipae ifi ad in aibaaotio n (^1) ovar tha wban pw>rkiu»ly n^m 

(2) Saeboa Not To App^ bi Caaaa of InMknol DiHOfoid. 1700 aactaoa afaall not ^ptjr to • datamnotfifiv 

of tha laipapar’a liaMBp for tax uodar ohopcan 2i thtougb 25 of aubbllo C if ueta ia dua to tha to^^ar'a tia«iainn«i 

di ar a gai dcftfaa r aoM n a m aa t to daduat and withhold aurfuaa or tf^taapayar^ to pry oyariaKf. 

SBC. 6252. NOnCB OP EMPLOYMENT TAX DEFICIENCY. 

(a) In OanaraL — If dia Saerataiy dataniuoaa ih« than ia an amptoymni taoi dafinaaqr <«««"— ‘i toy inpoaad by 

chaptan 21 through 25 of aibtkla C with nopaet to any workor by naaon of tnatutg Utah woikar aa not boiog ao amployoa for piirpnaaa 
of Mch chaptan, tha Saontoiy ia authorized to caod notiea of aueh amptoymaoi tax dafiaiao^ to tha taxpqror by -‘tnfirf !«■«» or rtg i f tm d 


(b) Addnaa For Nadea Of EnployTnaat Tax Oaficiaoey. •> In tha abaanoa of oaboa to dia Sa or at ac y undar — 6903 
<f tha axiataooa of a fiduciary mUrionahip, notiea of aa wnploymaet tax daficianoy ia raapiat cf taxaa iiBpoaad by chyan 21 duou^ 25 
of Mbbtla C if nwilad to tha taxprQrar it hia laat ketown addraaa, ahali ba auffmant far puipoaaa of oi^Ma 21 dtrouih 25 of aubtitla C, 
and diia chaptar avan if aueh taxp^rar ia daeaaaad, or ia lu^ar a tagat dicabi%, or, in tha eaaa of a eoepornion. hn tarnuattad ita 
oxiatanca. 

(o) Further Dafieianey Lattara fta a tiictad. — If tha Saerataiy haa mailed to tha taxp^rar a notiea of aenploymBat tax 
daficianoy aa providad in aubaaot i on (4. and tha taxpayer fUaa a eompiaiiX in tha U.S. Di«riat Court or tha Claiina Court within tha tima 
pmocribad in aaotion 6253(a), tha Saeralary ahali have no right to datacmina any additional amploymart tax dofieiaoey for dw aoma taxid»U 
year with reap act to the taxpayar'a traa tn tant of a workar oa not being en employee, iieapt for ftwd, aad except ae provided ia aeetiao 6862 
(raining to the meking of jeopardy aaeeeemeoH). 

(d) Authority To (Leeeind Nociee Of Ecnploymecx Tax DeAeieney. - Saerataiy m^, eriih tha nreuant of dia taxpayer, 
reecind eny notice of empl^mara tax daficiaMy maiiad to the taxp^ar. Any nebea ao laaaindad al^ not ba tiawail oa a nobee of 
amploymaaX tax dafieianey for puipoaaa of aubaaotion (e) (relating to further dafieianey linin leeuieied). 6253<i4 (raining to 

reetricbone ^lieabU to defieiMwiee; oomplaiiita in U.S. Diatriet Court and Claime CouiQ, and 65i2(e) (relating to in 

coaa of eon^lainla filed in U.S. Diatriet Court or Court of CUima), and tha taxp^er ahali hotve no li^ to fUa a eon^laint with the U.S. 
Diitrict Court or Claima Court baaad on ouch notiea. Nothing in thie tubaacbon ahali affaac my niipwifei of the tunning of any period 
of limiitfaona during any period during whieh the raaoindad nebeo waa outalanding. 

SEC. 6253. RESTRICTIONS APPLICABLE TO CERTAIN EMPLOYMENT TAX DEFICIENCIES; COMPLADfTS FILED 
IN U.S. DISnUCT COURT OR CLAIMS COURT. 

(4 Tima For Piling Complaint Raatrieban On Aaaaaamatt. — Widun 90 dqri. or 150 doya if tha nobea of employ mant tax 
dafieieftcy ia addraoaad to a paraon outai^ tha United Suiaa, after the nobea e{ amployman t tax dafieiney outhorizad in aacbon ^2 ia 
mailed (not eounbng Socuid^. Sunday, or a legal holiday in the Diatriet of Columbia aa tha loot dqr), tha taxpayer m^ file a eon^laint 
arith die U.S. Diatriet Court or Cloirna Court for a redoMnnirMboa of tha an^loyiMid tax dafiMao^. aa otharwioa proviM in 

section 6862, no aaaaaa m a ra of aa amptoymatx tax dafieianey ia raapaet of tax impMad by ehoplan 21 thrau^ 25 of nibbtla C and no levy 
or proeaading in eourt for ita ooUacbon ahali ba mnda, begun, or proaaciitad uobl ouah nobea of amploymant tax dafieianey haa bean maiiad 
to the taxpayer, nor until the expiration of aueh 90>di9 or 150-d^ panod, aa ihn eaoa may bn, nor, if a eomplBiA haa boon fOad with tha 
U.S. Diatriet Court or Claima Court, unbi tha daeiaion of aueh eourt hra boeome finaL Nocwidutaiidiiig tha ptoviaiaw of aacbon 742i(^, 
the making of aueh aaaaoamant or tha bagiruiiag of auoh praeaadiog or tavy during the tuiui niefa prahAiboa ia in forea nugr ba aqjoi^ 
by a p r o c rading in tha proper court. *nia U.S. Diatriet Court and tha Claiiw Court aholl hiwa no juriadiBban to orpaia any oebon or 
proeaading under due aubaaebon unlaoi a tiitwfy oon^laiat haa been filed and than only in raapaet of tha employ meet tax do&ian^ dux 
is the aubjaol of aueh eomploira. 


(b) E aeapbona To Raatriubuua On Aaaaaamant. • 

(1) Irtaabonal Disragacd. • If a da i ar imn a b oo of the taxpayar’a liahility for tn under ohoptan 21 through 25 
of aubtiba C ia baaad oa tha taxpayar'a u da uHmi nl diicogHd of the imuiiamaid to dadual and eridihaid web tax or on th» 
ts^^ar'a widthnldiag but fibhira to {wy over aueh tax. aueh uodarpaymaol bmll bn araaoaad. 

(2} Aaaaaamant Of Aimunt Paid. Aiiy antout paid aa a tax er in raapaet cf a tax my ba aoraewd upon iho 
raeetpc of nteh p ey m a n t aotaridimnding tha prowiaieae of lubaeeben (a). In any earn whara weh anwuat ia paid dira the mailiBg 
of tha nobM of e mp l n ymaot tax d a fiei a ne y under eeebao 6252. weh pqnoant ahali net dapwa the U.S. Diatriet Court or dio 
Claima Court of juriadieboo over aueh defiMaocy deeatmiaad undar aaeben 6251 whhmd ngaid to aueh aaaaaanMOt. 

(e) PaihtinToFiIaComplaiaL > If a taxpayer doaa not filo a Bwi^daiit with tho U.5. DiMriat Court or the Claima Court 
widdn the time pteaeribed in wbaeeboa (a), the ampioytnaat tax defieieney, nebeo of wSeh hw berai mmled to the taxp^rer, shall bo 
■aseseed. raid ahali be paid upon nobee aid deraaid from the Sa or et ar y. 


(d) WaivOT Of Raotrieboof . -> The ta^oyar drail m any brae (wlrthar or not a nobao of a m p hi y i neat tax dAraaqr hoo 
been iaaued) hove tha right, by a aignad nobea in anibiig filed with dio Sao r at ^ , to w ah ra Iho r aat ii a ti c n i pwieidad in wbraixion (d on 
tha aaeaeamerd rad eoUaeboo of tha arhola or aqr port of tha amploynwd tax de fai an^- 

(a) Coor din a b on WkhTMa 11. — 

(0 ‘hiipanainn TTf Punning Of ritind Ftir niini rnsiylaiit tn TMa 1 1 rma In uij rma iinilaa tilln 1 1 nf 
tha Unitad Stdae Coda, the tuaung of tha bma praa ei ttad by wbaaoboB fer filing a comphaat in the U.S. Diatriet Court or 
the Claima Court with raapaet to raiy ampleymM tn dafieiiopy shall ba wspaodad far tha poriod during whieh tha daheor ia 
prohtbitad by raaaen of at^ eaaa fttm filing a eomplaint in the U.S. Dirariat Court or tho Claima Court iridi raapaet to raqr 
amploymant tax dafieiaaqr, and far 60 d^ chandtor. 

(2) Certain Aebon Not Tokao lido Aeeouid. ^ For purpoaoa of tha aaaond rad thud araxaoora of aubaaebon (0). 
the filing ii a pr oof of claim or tayiera far p aym nd (or die taking of any othar action) in a eaaa under tide 11 of the Unh^ 
Stoiee Code ahali not ba traotad ae aebon piohibitad by eueh eoeond a ra aa o n a 

Tha foUeming are propoaad antra dmota to Chapter 66 «f SubiMa Ft 

w Section 6509(a)(1) of Clwptet 66 shall be emended to raed ea foUosva Itha new k aeueae ia underiinedl ; 

"(a) lawanca of StsXutory Nobee Of Defieiraiey or Ndioe nf E mploifmera Tax Daficieow. » 

(1) Oanaral Ruia. — The tunning of die praiod of limiialione picwided in e ecboo 6501 or 6502 (or eecbon 6229, 
but osily wiA raepeet to a defieieney deeoribed in aeetion 6230(^^(A)) en tha making of raiaaranrana or tha ooUacbon by levy 
or a pro o f in g in court, in raapaet of any dafieianey ae dafinad ineeebon 6211 (raiding to inooma. aetata, g^ rad eartaia axeiao 
taxaa>ormaaetionffl51(ralrainxtooaitamrannkivniannaxaal. ihatl (after the mailinn of a nebea under aacbon 6212(a) or under 
section 6252fatt ba suspandad for tha period during which tha Saerataiy ia proh i bitad from malbiig the araaramant or from 
collecting by levy or a proeaading in eourt (and in any evarX. if a piocoading ia raapaet of die dafictaoqf ia plaead on tha doeksX 
of the Tax Court, tha Diatriet Cwit. o »- rui ms Court- utXil tha daeiaioo of aueh eourt baeomaa finaO> and far 60 d^ 
tharetdkar.* 


• Seobon 6512 of Clu4itar 66 ahali ba omandad to read aa fdlowa: 


SEC. 6512. LIMrTATIONS IN CASE OF DEFICIENCY PROCEEDINOS IN COURT. 
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X*) l!5aBi»ltiififMCMiwatpfOTtrioay 

(b> [SlnwlMcaitawaaiwlpraTWo^ 

Th* cunwii MibMotiga (e) thBll b* radMiCMted m lubMCtien (•), ThM thall b* addad atm riliiinii— (o) ud (d) « foQowt; 

(o) Effiwt Of PWiP M n ty Prop— lin g la U.S. Diitrtat Cauft crCUnni Court. — IfthaSacwmy bw maitod to tha taxp^ar 

a noiwa of auiplu^iuMB laK da fi p i aooy undac taetaon 62^a) (ulMing to dWiniancnaa «d oaitaiB ■ ly l u yinatd taxai) tnd if tha 
taxptjfw filaa a wiiylainl oiih tfaa U.S. Oi«hM Coir oc tha Clauna Court witMn tha tiinapnaaribad iatactioBtt53(^, aoetadk 
or lafund of aR^piog^BM^ tax for tha tama eaxabU yaar widt laapael to arhieh tha Sao t ata i y haa datann in ad tha daficdaaey ahall 
ba allowad or mada and oo wit by (ha (axpayar for tha reeovary of aoy pait cf tha tax ahall ba inatitutad in m/ oouit ax«^ — 

(1) Aa to owar p^tnarXi datanniaad by a daeiakin of tha U.S. Diatriot Court or tha Clatma Court whieh haa 
baooma final; and 

(2) Aa bi any amount coUactad in txeeaa of an amouix oon^utad in aoaoRtaoBa with tha daciaion of tha U.S. 
Diatiict Court or tha Claima Court whkh haa baooma final; and 

(3) Aa to any amount coUactad after tha paiiod of linutadon upon tha makinf of lawy or bapnnins a procaading 
in court for coUaction haa axpirad; but in any nioh claiin for ciadit or lafund or in mtg auah wh for i^tmd tha daeiaioo 
of tha U.S. Diatriet Court or tha Claiina Cma which haa baooma final, aa to whaihtr wch pariod haa axpiiad b^ora 
the notiea of amployment tax deficiency waa mailed, ehall ba ooocluaiva. 

(d) Ovarpaymam Oatarminad By U.S. Oiatriot Court or Claima Court. — 

(1) Juriadiaaon To Dataraiina. —Ezeapt aa providad by pan^'^h (3), if tha U.S. Diatrict Court or tha Claima 
Court finda that than ia no employment tax dafieteeay and fuithar finda tte tha tazpqrar hat made an ovafpqrmeat 
of amploymaM taxae for the aame taxable yaar with laapact to which tha Saaratary him datacmiiMd tha dafieianey, or 
finda thm than ia a dafieianey but thm tha taxp^ar haa mada an ouaep^rmaat of wch tax, tha U.S. Dirtiict CoiM or 
tha Claima Court ehali hava juriadietion to datannifla tha annouiX of ni^ oraipayiiMX, end w^ amouiX ahall, when 
the daciakm of the U.S. Diatrict Court at tha Claima Court hm baooma final, ba amdilad or rafiindad to tha tazp^or. 

(2) iuriadiction To Enf«ca. — If, after 120 daya after a daciaion of tha U.S. Diathei Court or tha Clauna Court 
bacomat final, the Saentary hai failed to refund tha ovaipaymaix datannined by aueh court, together with tha intonat 
thereon aa pravidad in aubchaptar B of chaptm 67. then tha U.S. Diatiiet Court or the Claiina Court, m applicable, upon 
moben by tha taxpayoa,' ahall hava juriadietion to order tha leiiind of luch matpaymaBa and iataiem. 

(3) Limitacion On AmouiX Of Credit Or llaAind. — No aueh endit or iWiifid ahalt ba allowed or mada at any 
portion of tha tax uolaaa tha U.S. Diatrict Court at tha Claima Court datarminaa m part of ita daciaion that aueh portion 
waa paid » 

after the mailing of tha nodea of amploymarX tax dafieianey, 

(B) within tha pariod which would ba applioabla under aaotaon 6SlI(b)(2), (e). or (d),'if on tha data 
^ tha mailing of the rwbea of an^loyiTwn tax daficiaoay a claim had bean fiM (whethar or not file^ daring 
the greundi upon whieh the U.S. Diatrict or tha Claima Court finda that them ia an ov ai paymarx. or 

(C) within tha period which amuld ba applacabla under aaetkm 6SI l(b)(Z), (o), cr (d). ia laapaet of any 
cUim f'V refund filed mthin tha applicable pwiod apacifiad inaecdon 6511 a^ bafoira tha d«a of tha mailing 
of tha nobea of amploymant tax defioiancy — 

<0 whieh had not bean dimliowed before that data. 

(u) which had not bean diaallowad baftea that data and in napact of which a timaly auh for 

rafund could have bean oo mm eocad aa of thw ddo. or 


fiiOin napact of which a timaly wit for nAind could hdva bean coanmanoad m of tlut dd» and 
within tha pariod ^weifiad in aactioo 6532. 

Till fiillimln pmpdtai ■iwdiiiiiiii Cii nmiHi (T* if "iiliilili r 


• Sacriooi 6601(a) arte 6601(a)(1) of Chi^ter 67 ihaU ba «Ha r tead to nod m foUenra Q 

*(e) Suapenaun Of Iniante In Cartten locoma, Eatac*, Oift Txx Cmaa And Cartteo E 

In (ha caaa of a dafkianay aa dafiate ia aaorion 6211 (mlariag to inwa na, ateteav gift, ate oat ai n axeiw tna) and m d 
in aaorion 6231 (niteiag to oartan a mp toyraaot taxm), a waivar of wari c tinn a mtem matian 6213fdl or aaelic Q « 

of aueh difioianeiaa ia not oada w tewn 30 dqra tebm tha filing cf luab waw, intemk ahall not ba impoaad on 
for (ba pariod iataadtaMly aftar auob 30d> day and aadhag wlh (ha daa of notiaa and danand and ia 

ba im p oaad during aueh pariod on aoy intaiaal with napact to aueh d a fttim y far aqr prior pariod.* 


ahtel not 
■(e) 


Applkatea Rulaa. Exoept aa utiw w i aa pravidad in Uiia titla — 


(1) Intente Tnatad Aa Tax. — Itdante praacribad under tUa aoetioa on toy taa ahnll ba paid upon notiea and 
demand, and ahall ba aaeaomd. coUactad, and paid in tha aama mantwr aa taxaa. Aay wfa naaa in tfaip titla (axa^ wbehaptaif 
B and B of oh^lar 63. raltring to daficiaoey pracadurea) to mty tax impoaad by tfaia tida ahall ba daanad abo to iteer le iiXanal 
impoaad by thia aacdon on aueh tex.* 

a Saotiona 666S(b) of Chaptar 69 ahall ba amanded to read m foUowe ftha new lanniaaa ia undari in adl : 

■(b) Praoadun For Aaaaaeiog Certain Addiriona To Tax. — Per puipoam of aubehaptarf 8 of eh^lar 63 (nlating to 

defwianey proceduna for ineoma, aetata, gift, and cartaio axcua and er tip l o y m erx taxm), whaanrion (^ ahall not apply to any 
addition to tax under aaction 6631, 6636, 6633; except thm it ahall apply — 

(1) in tha cam of an addition daacribad in aaction 6651, to that portion of aueh addition which ia attributable to 
a dafieianey in tax daacribad in 6211 or 6251, or* 


Tha foUofring are propaaad amaadawti to Chapter 76 of SubUila F: 


Section 742I(^ of Chapter 76 ahall bo amanded to read m Miowa (| 


*(a) Tax. - Except m pravidad in aaeriaa 6ZI2(te and (o). 6213(4, 62S2fal and (el. 6233fal. 6672(b). 6696(e), 7d26(a) and 
(b)(1), and 7429(b), oo auh for tha purpom of raMining tha aaaoaamate or aoUactioo of any tax ahall ba in any court 

by any parson, whethar or not aueh paraon ia tha panoc "pi"* whom aueh lax arm aaaaaaad.* 


Tha above an tha primary amandmarxa to titlo 26 that an nacaaaaiy to allow a taxpqrar to eootate moat propoaad wotfcar 
mclaaaificattoa caam fi.a.. whm than ia no iitarXional diaregard of tha ivim) in tha U.S. Diatrict Court and Claima Court uaing daficiaoey 
procaduna prior to tha aa m aa mant of additional amphymaat (aim. In additiai. amandmaixa may ba naoaaaaiy to tkla 28. 



209 


Chairman Johnson. Thank you. 

Ms. Horton. 

STATEMENT OF DEBBI-JO HORTON, CPA, OWNER, DJ HORTON 

& ASSOCIATES, EAST PROVIDENCE, RHODE ISLAND; AND 

NEW ENGLAND REGIONAL TAXATION IMPLEMENTATION 

CHAIR, WHITE HOUSE CONFERENCE ON SMALL BUSINESS 

Ms. Horton. Thank you. Madam Chairman and Members of the 
Subcommittee. I think I am the only nonattomey on the panel. I 
am also the New England Regional Taxation Implementation 
Chairman to the 1995 White House Conference on Small Business, 
and I represent the National Taxation Implementation Chairs at 
today’s hearing. 

The two bills referenced in my testimony are H.R. 1972 and S. 
1610. Representatives of the Taxation Implementation Team have 
been asked to clarify these two bills by this Committee in earlier 
hearings, members of the House and Senate Small Business 
Committees, the IRS, and Treasury. 

The legislation should be a clear general rule that will address 
the majority of independent contractors and not the exceptions. We 
will never satisfy all cases, and we shouldn’t be attempting to do 
so. Those that do not meet a clear general rule will still fall under 
the 20-factor test in section 530. 

Changes to the current bills that the Taxation Implementation 
Chairs have proposed are outlined in my written testimony. The es- 
sence of these changes is to close many of the loopholes that would 
allow the employer to force an employee to become an independent 
contractor, eliminate contractual language that should be left to 
the two parties to draft and execute themselves, force the inde- 
pendent contractor to comply with other points to show an intent 
to be in business and maintain independence, and not place a bur- 
den on States and their agencies to make additional provisions 
available. 

In addition, we would like to propose to add language that would 
directly address the issue of control. All of these provisions should 
be a requirement of being an independent contractor in addition to 
meeting the other tests provided in the bills. If this Congress can 
pass a clear general rule that practitioners and small businesses 
can follow, there will be greater compliance. 

Many service recipients currently do not file Form 1099s for fear 
of audit. If they are certain that they are correct in their classifica- 
tion, they will be confident and comply. 

We Taxation Chairs feel, however, that the bills could go a little 
further to assure this. So, in addition to technical corrections to the 
bills, the Taxation Chairs would also propose that the following be 
considered. First, service recipients should pay increased penalties 
for failure to issue Form 1099s, Second, service recipients should 
pay increased penalties for fraudulently misclassifying employees 
as independent contractors to evade the payment of taxes. 

Additionally, there is a misconception that using an independent 
contractor is cheaper than hiring an employee. This is not true, 
and as practitioners, the Tax Chairs could argue this for years, but 
instead we offer these suggestions. Institute an employee referral 
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program. A general guideline is outlined, again, in my written 
testimony. 

Also, with a clear definition, the interpretation of the current 
business relationships may need to change. The Tax Chairs ask 
that reclassification be allowed in the following manner. First, that 
the service recipient can obtain approval from the IRS to reclassify 
from an employee to an independent contractor, there should be a 
period of time when this would be allowed when it is clear that 
with the new rules they should be treated in this manner. Second, 
service recipients can reclassify from an independent contractor to 
an employee; A: without penalty or back taxes if the independent 
contractor has paid their self-employment taxes or; B: without pen- 
alty but back taxes paid by the independent contractor if the inde- 
pendent contractor is not current with paying their self- 
employment taxes. 

If the service recipient has filed their Form 1099, there should 
be no penalty imposed on the service recipient, and a correction pe- 
riod for the independent contractor who hasn’t paid their self-em- 
ployment taxes should be instituted allowing them to pay their tax 
without penalty or interest. This will get them into compliance. 

If the service recipient didn’t file a Form 1099 and the independ- 
ent contractor didn’t file or pay their self-employment taxes, then 
they would not be entitled to this correction period. It is crucial to 
clarify this issue. It is equally crucial to do it without adding a tre- 
mendous paperwork burden to either the service recipient or the 
service provider. 

Madam Chair, I thank you and your Subcommittee for pursuing 
this issue, and I appreciate your attention to the White House 
Conference recommendations. 

As this congressional session comes to a close soon, I ask that 
you act swiftly and definitively on clarifying the definition of inde- 
pendent contractor. I hope that the recommendations made in this 
testimony will allow you to accomplish that, and the Taxation Im- 
plementation Chairs offer their expertise and assistance in provid- 
ing any additional information to facilitate the task before 
Congress pertaining to this issue. 

[The prepared statement follows:] 
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Testimony of Debbi-Jo Hoiton» CPA 
New England Regional Taxation Implementation Chair to 
the 1995 White House Conference on Small Business 
Before the Subcommittee on Oversight 
of the 

House Committee on Ways & Means 
June 20, 1996 


Madame Chair and Members of the Committee, I am Debbi-Jo Horton, a CPA and owner of an accounting 
firm in East Providence, Rhode Island. I am the New En^and Regional Taxation Implementation Chair to the 1995 
White House Conference on Small Business and represent the National Taxation Implementation Chairs at today's 
hearing. 

The two bills referenced in this testimony are HR 1972 and S 1^10. Representatives of the White House 
Conference Taxation Implementation Team have been asked to clarify these two bills from this Committee in earlier 
hearings. Members of the House and Senate Small Business Committees, the Internal Revenue Service, and the 
Department of Treasury. 

Additional points I would like to cover are; 

1 . There is a lack of understanding by independent contractors on how the lack of clarity of the current laws 
affect them. 

2 . Definitions of an independent contractor are different for federal classification and for each state's 
classification. States have their own interpretation of the federal definition. 

3. The calculation of the estimated cost assessed by Geiwral Accounting Office (GAO) on the legislation to 
clarify the definition of the independent contractor may be incorrect. The Taxation Chairs are concerned 
that the estimated cost of this bill has been placed at $ 1 . 1 billion over the next 7 years and may include items 
in the calculation that should have been omitted. 

4. There is a need for a clear general rule rather than trying to define every possible scenario that might occur. 


Point 1. 


There is a lack of understanding by independent contractors on how the lack of clarity of the current laws 
affect them. Often when discussing the issue of indej^ndent contractor vs. employee it is viewed to be the 
"employer's" or "service recipient's" problem. What many fail to see is that it is equally the "employee's" or 
"independent contractor's" problem as well. 

Let me give you an example. I spoke to a group of entrepreneur's that owned home based businesses. They 
were not very interested in the independent contractor vs. employee issue because they felt it didn't affect them. 
They indicated that this was so because they did not use independent contractors. When 1 asked if they considered 
themselves to be independent contractors their response of a resounding "OF COURSE! " 

I then asked if they would be concerned if a company that used their services was audited and all of their 
independent contractors were reclassified as employees. They suddenly realized that this would directly affect them. 
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I am afraid that there are many more people in this country that have not looked at this issue as closely as they 
should. When they do, you will be hearing many more voices added to those already crying out for clarity. 

The majority of businesses in this country dther use independent contractors or are independent contractors. 
Most often they are independent contractors and use independent contractors. The job growth in the country has 
been attributed to small business (independent contractors make up the m^ority of this sector). Home based 
business and service are some of the f^est growing indu^ries in the country. This issue is a concern to ALL of 
those companies. 

Women represent the largest and fostest growing sectors of the small business community. Women account 
for a m^ority of the start up small businesses in this country, and a majority of them are independent contractors. 
This means that more women are entering the arena as indepradent contractors than ever before. The National 
Association of Women Business Owners views the independent contractor issue as their top concern. The Business 
and Professional Women's Federation/USA has also seen an increase in membership of women business owners. 

The independent contractor issue has been a topic of concern to their members and was included as one of the 
topics at their National Conference July, 1995. 

Point 2. 

Definitions of an independent contractor are different for federal classification and for each state's 
classification. Because of the lack of clarity, states have their own interpretation of the federal definition. 

We need to have clarity and consistency. If the federal government has clear guidelines, the state will follow 
them. States need to be td)le to start with the federal definition and be more consistent in its interpretation to 
define who is an independent contractor for state purposes. Currently this does not exist. 

As an example, Rhode Island's law to identify an ind^ndent contractor is too restrictive. The State's law 
does not allow for an independent contractor to provide services to a company for which those services are part of 
that company's usual trade, occupation, profession or business. Hiis type of independent contractor would be 
classified as an employee. For example, if an accounting firm wished to engage the services of my firm, they could 
not contract with my firm as an independent contractor. They would have to hire my firm (me) as an employee 
because of the State of Rhode Island's independent contractor law. They would be able to classify me as an 
independent contractor for federal purposes, but not for state purposes. This would put them at risk of 
reclassification if they were to be audited by the IRS because of the inconsistency in their treatment of that same 
individual. 

The independent contractor becomes that company's employee for Rhode Island tax purposes. Income 
taxes, unemployment and temporary disability insurance Is submitted to the State. In addition if that independent 
contractor has employees of their own, those employees become the service recipients employees as well under 
Rhode Island's law. 

This affects the calculation of unemployment tax^ for federal reporting. The federal form 940 requires the 
amount of wages that unemployment is being calculated on for each state. Rhode Island's wages will differ from the 
amount being reported to the IRS and could trigger an inquiry or an audit. 

Rhode Island is collecting unemployment taxes, but the independent contractor is not entitled to the benefits 
afforded imder the unemployment laws. I operate my business as a sole proprietor and as such do not receive 
wages fi'om my company. 1 am not subject to unemployment taxes on either a state or federal level. However, if an 
accounting firm uses my services and pays me a "wage" for Rhode Island taxing purposes I am not allowed to 
collect unemployment when I no longer perform services for that company. Rhode Island is collecting the tax for a 
benefit they will never have to pay. 

I have been trying to facilitate changes in the Rhode Island laws. My efforts have been an attempt to bring 
Rhode Island into conformity with federal laws. The legislature has been unwilling to change these laws because 
they can't interpret the federal definition, and indicate that the federal laws are too vague. In communications with 
the Director of the Rhode Island Department of Employment and Training (RJDET), he has consistently shown an 
unwillingness to discuss the issue with an open mind. I will share with you some of his direct comments made in 
letters to me. He opposes clarifying the definition of indei^ndent contractor because, 

"Liberalizing the time tested and court test definition of independent contractor would allow 
thousands of employees to slip through the safety of coverage for both unemploymei^t insurance 
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and temporary disability insurance. Please understand that one of our primary purposes for being is 
to provide safety net insurance coverage for employees in Rhode Island." 

The E>irector insists that Rhode Island and the federal government are consistent in their laws. His 
Department has indicated a willingness to work with the employer community providing rulings on 
employer/employee or independent contractor status if they receive a written statement of the facts and 
circumstances. This would mean that 1 need to write for a ruling each and every time I perform work for another 
accounting firm. The Director of RIDET insists that the federal and state governments are listening, but goes on to 
say, 

"Although DET is not willing to support changes, which we do not believe are in the best interest of 
the diverse employer and employee constituency we serve, we will continue with a demonstrated 
willingness to work for both employer and employee alike." 

Point 3. 

The calculation of the estimated cost assessed by GAO on the legislation to clarify the definition of the 
independent contractor may be incorrect. The Taxaticm Chairs are concerned that the estimated cost of this 
bill has been placed at $ 1 . 1 billion over the next 7 years and may include items in the calculation that should 
have been omitted. We have been unable to get a clear picture of how that estimate was calculated. 

The IRS doesn't determine if the independent contractor has already paid their share of the tax when they 
assess the service recipient under reclassification. Does the estimated cost of the bill take into consideration that the 
taxes may be being collected twice? The IRS certainly doesn't attempt to contact the independent contractor and 
inform them that they were reclassified as an employee and they may be due a refund for taxes paid. The estimate 
might be reduced by this refunded amount due if they did in fact count the collection twice. 

In discussions with the IRS, the Taxation Chairs indicated that we were concerned that penalty and interest 
may have gone into the calculation. We were told by representatives of the IRS that the IRS doesn't assess penalties 
in ^e case of reclassification. They only assess taxes and int^est. We were told that interest did not go into the 
calculated estimate. The doubling of taxes in the case where intentional misclassification is determined we are told 
is not a penalty, rather it is an additional tax. Intentional misclassification does not need to be proven by the IRS, 
and they can double the tax amount due. 

Call it what you will, but it is clearly not tax due. You are being penalized! If the IRS provided the 
amounts for the calculation, I am sure that there is "penalty" included. An independent contractor with a contract, 
who has been reclassified as an employee by the IRS and a determination was made that is was intentional 
misclassification would result in the following; 

1) 100% of the employer's FICA& Medicare and 100% ofthe employee’s FICA& Medicare; 100%oflhe 
income taxes that would have been withheld assuming the contractor was ringle with one exemption. 

2) A penalty would be assessed at 100% of the tax. 

3) In addition the IRS could assess penalties for failure to file employment forms, failure to make timely 
deposits, accuracy-related penalty for negligence or substantial understatement of taxes, penalty for civil fraud, and 
even aiding and abetting the understatement of tax liability. 

Personal liability e»$ts for "trust fund” portions of these taxes and 100% penalty for failure to file cannot be 
discharged in bankruptcy. 

An example, is what happened to a Smithfieid, RI company. They were contacted by an IRS Agent. He 
asked if he could stop by to discuss the independent contractor vs. employee issue. They were assured that this was 
not an audit. It was an informative interview only. 

They cooperated and were very forthcoming in their interview with the agent. Shortly after completion of 
the interview, they were again contacted and informed that a payroll and subcontractor audit would be conducted. 

The IRS reclassified ALL of their subcontractors as employees for the years 1986-1988 and assessed 
penalty, interest and all portions of payroll taxes for both employer and employee. They were assessed a total of 
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$72,000 and were told that a certified check must be deliva-ed within 24 hours or a one and one half times penalty 
would be assessed bringing the total to $108,000. 

This company hired legal council and spent the next two years fighting this assessment, incurring $10,000 in 
attorney fees. The IRS settled for $38,000, and required that affidavits signed by each independent contractor 
certifying that they had paid their self-employment taxes. The IRS refused to access their own databases to 
determine if the independent contractor had filed a Schedule C. They required that this company contact each 
individual independent contractor on th^ own to ascertain if the proper taxes had been paid. 

The IRS claims that it doesn't care how people are classified so long as everyone is paying their taxes, yet 
they don't look at the independent contractor to see if they are paying their taxes b^ore they reclassify and assess 
taxes and interest to the service recipient. They have tremendous matching cap^ilities and can access a Form 1040 
quicker and at a lesser expense than the service recipient can contact that independent contractor (whom they may 
not be doing business A^th any longer) and obtain an aflSdavit from the independent contractor that they have paid 
thdr self employment taxes. This contradicts the IRS's claim. 

The Taxation Chairs are also concerned that the GAO calculations include unemployment taxes. Besides the 
fact that independent contractors are not entided to unemployment benefits, it is not clear if the calculation offset 
the collection of unemployment tax by the expense of providk^ unemployment benefits. In essence, we argue that 
the cost estimate may not be valid. 

Point 4 


There is a need for a clear general rule rather than tryii^ to define every possible scenario that might occur. 

The current legislation would allow too many workm to be reclassified from employees to independent 
contractors when they should be classified as employees. The legislation should be a clear general rule that will 
address the majority of independent contractor scenarios not the exceptions to the norm. We will never satisfy all 
cases, nor should we be attempting to do so. Those that do not meet a clear general rule will look to the current 20 
factor test rules and the section 530 safe harbor for additional review and determination. 

Recommendations to proposed legislation: 

Current changes that the Taxation Implementation Cluiirs to the 1995 White House Conference on Small 
Business propose are as follows: 

1) Delete from HR 1972; 3(b)(3) "agrees to perform the services for a particular amount of time or to 
complete a specific result and is liable for damages for early termination without cause," 

Delete from S 1610: 3(b)(3) "agrees to perform the services for a particular amount of time or to 
complete a specific result and is liable for damages for early termination without cause," 

This is contractual language and should be left to the parties involved in drafting and executing their contract 
and not be part of the general rule. 

2) Change in HR 1972 in 3(b)(5): "purchases products for resale" to "primarily purchases products for 
resale". 

Change in S. 1610 in 3(bXS): "purchases products for resale" to "primarily purchases products for 
resale". 

The current wording would allow an individual to purchase minimal products for resale and meet one of the 
tests when they would not be able to meet any of the other investment tests. The reasoning for making this a point 
in the test was to include resalers. An example would be an Agway or Avon representative and these are clearly 
examples of an independent contractor and not an exception. 

3) Add in HR 1972: 3(cXl) "(D) operates primarily from equipment not supplied by the service recipient; 
and" 


Change in S 1610; 3(cXl)(D) "or" to "and’ 
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4) Change in HR 1972: 3(cX2XA) "and" to “or" 

Change in S 1610: 3(cX2XA) "and' to "or" 

5) Add in HR 1972: 3(cX2XBXiiXn) "or" after "solicitations," 

Add in S 1610: 3(cX2XBXiiX^ "solicitations," 

6) Delete in HR 1972: 3(cX2XBXIV) "other smilar activities, or " 

Delete in S 1610: 3(cX2)(BXIV) "other similar actmties, or " 

These changes would force the independent contractor to comply with other points that show an intent to be 
in business and maintain independence. It also closes many loopholes that would allow an employer to force an 
employee to become an independent contractor. 

7) Change in HR 1972: 3(c)^)0ii) "with" to "as r^uired by" 

Change in S 1610: 3(c)(BXiii) "with" to "as required by" 

Not all states or municipalities require that a license be obtained or that a sole proprietor register under a 
business name. If there is no provision to do these things then they would not be classified as an independent 
contractor. Rather than put an additional burden on states and their agencies to make these provisions available, we 
would rather leave these requirements to the states to administer in their current manner. 

8) Add to HR 1972: The service provider must be fi^ fi’om ongoing direction or control over the means 
and manner of providing the later or service, other than through general performance specifications, and 
ba^c project specific variables such as the workorder, job site, date, or date. In addition the service 
provider has the right to hire employees to help perform the later or service, and is responsible for 
employer taxes and required reporting for workers who they hire or supervise on a regular basis, except 
in the circumstances v^ere specific services are required without substitution. Lastly, the service 
provider does not receive fiom the contracting party any of these benefits which are normally associated 
with an employment relarioaship; payment for holidays, vacation time or weekly overtime; and the 
service provider cannot participate in the service recipient's employee benefits programs such as 
employer retirement programs, health or life in^ance benefits, or other benefits normally available only 
to employees. 

Add to S 1610: The service provider must be fioe fi'om ongoing direction or control over the means 
and manner of providing the later or ser>ice, other than through general performance specifications, and 
baric project specific variri>les such as the workorder, job site, date, or date. In addition the service 
provider has the right to hire employees to help perform the later or service, and is responsible for 
employer taxes and required reporting for workers who they hire or supervise on a regular basis, except 
in the circumstances where specific services ai^ required without substitution. Lastly, the service 
provider does not receive fi’om the contracting party any of these benefits which are normally associated 
with an employment relationship; payment for bolic^ys, vacation time or weekly overtime; and the 
service provider cannot participate in the serrice recipient's employee benefits programs such as 
employer retirement pro^ams, health or life insurance benefits, or other benefits normally available only 
to employees. 

These provisions directly address the issue of control. All of these provisions should be a 
r^uirement of being classified as an independent contractor in addition to meeting the other test 
requirements. 

In addition to these technical corrections to the bills outlined above, the Taxation Chairs would also like to 
propose that the follow be added to these bills: 

1) Service recipients should pay increased penalties for failure to issue 1099s to their independent 
contractors. 

2) Service recipients should pay increased penalties for fi-audulently misclassiiying employees as 

independent contractors to evade the payment of taxes. ^ 
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If this Congress can pass a clear general rule that practitioners and small businesses can follow, there 
will be greater compliance. Many service recipients currently do not file 1099s for fear of audit. If they 
are certain that they are correct in classifying their indep^ent contractors, they will be confidrat in 
their compliance and will file the appropriate forms. We, Taxation Chairs, feel however, that the bill 
could go a little further to assure this. 

A misconception that many people have is that using independent contractors is cheaper than hiring an 
employee. This is not true. An indepe^ent contractor charges a rate that incorporates their costs. These costs 
include overhead, benefits, and the cost of doing business (wdiich includes paying their taxes). Because of this 
misconception and other foctors there are people who fear that the passage of a clear general rule to define an 
independent contractor will allow employers to fire their employees, and make them sign contracts as independent 
contractors to r^ain their job. As practitioners, the Taxation Implementation Chairs could argue for years on this 
point, but mstead we offer these suggestions; 

3) Institute an Employee Referral Program. 

This would allow an employee to contact the IRS to discuss whether a reclassification by their 
employer is justified. Currently Form SS8 Is ajpposed to be used for such an instance, but the form is 
too cumbersome and too complicated to be useful. We would recommend that the form either be made simpler 
to use or a hotline be instituted where an employee can call when they feel a reclassification is unjustified by 
their employer and the IRS employee can take down pertinem information and have a determination 

rendered. 

4) Reclassification; 

A) Service recipient can obtain approval from the IRS to reclassify from employee to independent 
contractor. 

Because of the unclear definition that we currently have, many companies make it standard 
procedure to only hire employees. ThQr do this out of fear of reclassification under audit and 
the hardship they have seen others endure because of the subjective nature of the current laws. 
Once we pass a cle^ general rule everyone will reassess the current classifications they have and 
some may find that they have an independent contractor relationship rather than an employee 
relationsUp. When this is the case tl^ should be allowed to reclassify without fear of 
retributioa. 

Allow a period of time where the service recipient can obtain approval from the IRS to 
reclassify from employee to indep^ent contractor when it is clear that with the new general ' 
rule they should be treated in tlus manner. 


B) Service recipient can reclassify from an independent contractor to employee; 

1) without penalty or back taxes if the independent contractor is current in paying their self 
employment taxes. 

With a clear definition a service recipient may determine that they have an employee 
relationship. That service recipient rdied on current law and interpreted their business 
relationship to be one of independent contractor, but now that the definition is more clear, 
they believe that the relation^p is one of employer/employee. Circumstances in the 
relationship need not change to change the interpretation, but the clarity of the definition 
and as a result the interpretation leads to the change. 

If both the serrice recipient and the service provider agreed they had a service 
recipientfindependent contractor r^ationship, they would have been complying with the 
law. Form 1099 would have been filed and the independent contractor would have paid 
their taxes. Therefore the reclasstficalion should be allowed without penalty or back 
taxes to either party. 
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2) without penalty, but back taxes paid by the independ^ contractor if the independent 
contractor is not current with their self employment taxes. 

In this scenario the service recipient has interpreted the current law to indicate that 
the relationship is that of service recipient/independent contractor and under the new 
clear definition sees that it would be classified as an employee. If the service 
recipient has filed their form 1099, there would be no penalty imposed. 

Institute a correction period (or reclassification fi'om independent contractor to 
employee where the independent contractor hasn't paid their self-employment taxes. 
Allowing them to pay the taxes without penalty and interest. 

New Jersey has just completed a very successfifi amnesty period that brought many 
taxpayers into compliance and brought revenues into the state. 

If the service recipient did fu>t file form 1099 and the independent contractor did not 
pay their self employment taxes, fiiQr would not be entitled to the correction period and 
would fidl back into the 20 fitftor test and Section 530. 

It is crucial to clarify this issue. It is equally crucial to do it without adding a tremendous paperwork burden 
to either the service recipient or the service provider. 

Madame Chair, I thank you and your Committee for ctmtinuing to pursue this issue. As this Congressional 
sesrion comes to a close soon, I ask that you act swiftly and definitively on clarifying the defiiution of an 
independent contractor. I hope that the recommendations made in this testimony allow you to accomplish that. The 
Taxation Implementation Chairs offer their expertise and assistance in providing any additional information to 
&cilitate the tasks before Congress pertaining to this issue. 
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Chairman JOHNSON. I thank the panel. 

Ms. Horton, your suggestions in regard to an employee referral 
pro^am, are very interesting. There were quite a few parts of your 
testimony that were interesting. I especially like the suggestion to 
develop a system whereby there can be better communication be- 
tween the taxpayer and the IRS in the course of making these 
changes in both directions. 

Mr. Shulman, you acknowledged that there is concern that if 
Congressman Christensen’s legislation were enacted that it might 
actually allow employers to coerce their workers into being treated 
as independent contractors. Do you have any suggestions for fine 
tuning the language in the congressman’s bill to prevent this 
coercion? 

Mr. Shulman. Well, I have heard that said, and I think there are 
a number of ways it can be handled. One way that I have heard 
talked about is actually exempting some categories of workers or 
some industries from the test in the Christensen bill. 

So, for example — and I do not mean to prejudge this because I 
do not know a lot about this industry — ^but in past years, there 
have been hearings about migrant laborers who have been coerced 
into being independent contractors. I think Congress can do with 
that group of workers as it has done historically with other groups 
who it felt were potentially being abused and say you make or 
break your case under the common law test, you do not get the 
Christensen standard. That is one way to do it. 

I know the other provisions of the bill can be fine tuned, but 
again. Madam Chair, my concern is, with all due respect to the 
other witnesses, we are moving into the 21st century. We have lots 
of jobs that we need to think about in different ways. We need to 
empower people, particularly those who are not being abused, 
knowledgable workers, our programmers/analysts, and people in 
the high-tech community who want to work self-employed to be 
able to do that, and whatever changes we make in any of this legis- 
lation, we must not only look backward and see who we want to 
continue to protect, but we must look forward and make sure that 
whatever test we come up with allows the workers who we want 
to encourage to be self-employed to have that opportunity. 

Chairman JOHNSON. I tlaink that is a very legitimate point. 

You also mentioned that we should change the assessment proc- 
ess in emplo 5 Tnent tax audits. Can you describe the problems you 
see with the current assessment process a little more in depth? 

Mr. Shulman. I think. Madam Chairman, that this is one of the 
most outrageous aspects of this problem that never gets discussed, 
and that is if Donald Trump were found to owe $100 million in in- 
come taxes, the IRS would issue a notice of tax deficiency and Mr. 
Trump would have his day before a judge in court and be able to 
show he did not owe a penny before the IRS could impose a lien 
or assessment on him. However, if a small business is found by the 
IRS to have misclassified, even in good faith, and that small busi- 
ness wants to go to court to contest that, and let us just say it is 
a $100,000 assessment that could put that business out of busi- 
ness, under the current law, the IRS is required to make an assess- 
ment, and that becomes an immediate lien on the business. And 
you know something, there are very few small businesses that have 
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the wherewithal to survive that lien and go to court and fight the 
IRS no matter how correct they may be. 

My testimony has a lot of details on changing that procedure. I 
was glad to hear Treasury suggest maybe it should be in the Tax 
Court. I do not think it should be in the Tax Court, but we have 
got to change the assessment procedure or all of the other things 
you are doing here are almost going to be meaningless because if 
you disagree with the IRS, they are going to hang you before you 
ever get a chance to prove your case. 

Chairman JOHNSON. Thank you. That has been a significant 
problem, and we heard a lot about that last session. 

Mr. Kleczka. 

Mr. Kleczka. Thank you. Madam Chairman. 

Let me ask Mr. — is that Campagna? 

Mr. Campagna. Campagna. 

Mr. Kleczka. Campagna. 

What is your view of the Christensen bill that is currently pend- 
ing before this Subcommittee? I am going to ask that of the New 
York folks, also. 

Mr. Campagna. I can only answer personally because the Section 
has not taken a formal position on the bill. 

The first point I would make to you, Mr. Kleczka, is I do not 
think there would be as many wholesale reclassifications of work- 
ers as might be expected, and the reason is the Criteria C of the 
Christensen bill wluch requires either a principal place of business 
or true liability if the worker walks off the job. 

It is very difficult for me to see where that allows big companies 
to just start willy nilly reclassi^ng people because they would 
have to have one of those two things, and they wouldn’t have it in 
the typical case. 

Mr. Kleczka. Have you had a chance to review the GAO criteria 
that was presented today, along with, I think, the New York State 
Bar, also with four criteria? Have you reviewed either one of those? 

Mr. Campagna. I have reviewed the GAO bill in the past, and 
I have heard Ms. Kraus’ definitions this morning. I have disagree- 
ments with just about every objective criteria that have been 
drafted. 

As I mentioned in my written statement today, we are not here 
pushing even the objective criteria that were proposed by the 
American Bar Association in 1982 because times have changed, 
and there are some minor details in there that we would change 
if we were asked today for objective criteria. 

Mr. Kleczka. Let me ask either Sherry or Mr. Reinhold their 
views on the Christensen bill. 

Mr. Reinhold. Mr. Kleczka, We were of the view that the cri- 
teria are sensible criteria, but because of the limited nature of the 
criteria used, taxpayers could effectively elect classification as ei- 
ther employees or independent contractors under the bill. We gave 
a couple of examples in our statement about workers that, in all 
respects, appeared to resemble traditional employees, except they 
might hold themselves out as available to third parties and briefly 
work for third parties during a year or might work from a facility 
adjacent to their home using a PC, not terribly unusual things in 
1986, certainly in the second category and possibly in the first, and 
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thereby put themselves in a position where they would be able to 
claim independent contractor status. We had some concern that 
there would be substantial erosion of the employee concept if it 
were so readily elective. 

Mr. Kraus. Sir, if I could just add to that comment. In our re- 
port, we actually give an example of what we believe would be one 
of the problems with the Christensen bill. 

For example, if you had a worker who simply could show some 
investment in training, maybe trade school, college or whatever, 
got a DBA — ^this costs about $20 to do — and entered into a written 
agreement with his employer agreeing to be treated as an inde- 
pendent contractor, that is all you would have to meet. That would 
be one example of how simple it would be to meet independent con- 
tractor criteria under that bill. That is only one, but that is the 
kind of thing we are talking about in that we are worried that the 
pendulum will swing too far the other way and undermine 
employee status. 

Chairman JOHNSON. Would the gentleman yield? 

Mr. Kleczka. Surely. 

Chairman JOHNSON. I see heads nodding in disagreement. Would 
you mind if others commented to that point so we get some discus- 
sion between them? 

Mr. Kleczka. Sure, briefly. Go ahead. 

Chairman Johnson. I am going to allow you time. 

Mr. Kleczka. Sure. 

Chairman Johnson. Mr. Campa^a, you were shaking your 
head, and, Mr. Shulman, I wondered if you had any comment. 

Mr. Campagna. On the example just given, I fail to see how that 
worker would have his or her own principal place of business or 
would be liable at termination of the contract. I just do not see how 
that person would satisfy criterion C of H.R. 1972. 

Chairman Johnson. Ms. Kraus. 

Ms. Kraus. If I could respond. As I understand the bill, I read 
it sometime ago, there is actually a rather complicated test under 
the Christensen bill, and under the second test you would have to 
show that you had a principal place of business or paid fair market 
value for the business premises, but if none of those conditions 
were met, you would then be given an opportunity to meet yet an- 
other test which is to show that you had offered to perform services 
for others or provided services under a registered business name, 
which is where I got the DBA example. 

So, unless I am misinterpreting the either/or aspect of that sec- 
ond test, which is I believe what the gentleman was referring to, 
it looks as though it gives you an alternative if you cannot show 
you have a principal place of business. 

Chairman Johnson. Any other comments? 

Mr. Kleczka. Mr. Shulman, do you want to respond briefly? 

Mr. Shulman. Yes. I agree with Mr. Campagna that there are 
situations, and let us use a computer programmer or an accountant 
as an example. These people may take on a project which is on a 
customer’s premises — ^because, by example, that is where huge 
amounts of records are kept in the case of an accountant, or for a 
programmer, there is a $ 100-million computer there, and that per- 
son may literally have paid for their own continuing education, 
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their own self-training, they have an advanced degree. They do not 
need a principal place of business because they are not going to 
have a million-dollar computer in their home, but they will agree 
to finish the project and not walk off the project early. Now, that 
person would satisfy the Christensen test, but would not satisfy the 
test in a lot of these other bills. That is my point about looking at 
it from both sides. We want to prevent abuses, but we have to come 
up with something that works in the 21st century and that lets 
workers who are well educated, well paid, not abused, and who pay 
their taxes, to choose a working relationship with a firm that 
allows them to be young entrepreneurs. 

So, I agree with Mr. Campagna. Under the Christensen bill in 
certain circumstances, people who take on that liability to complete 
a project would be an independent contractor, and I do not see any- 
thing wrong with that in the circumstances I have just set forth. 

Chairman Johnson. Thank you. 

Thank you, Mr. Kleczka. 

Mr. Kleczka. OK. Ms. Kraus, you are correct that a test to the 
Christensen bill starts with the principal place of business, and it 
goes through numerous other points. That clearly is not the defin- 
ing criteria. 

In your testimony, Ms. Kraus, you have a statement here, and 
I will just extrapolate from it. In the employer-worker relationship, 
there is a significant risk of undermining treatment of workers as 
employees. Do you want to expand on that? I think I made mention 
of that earlier in today’s testimony that it is just not a case of 
whether or not the IRS and the Federal Treasury will be held 
harmless. There is a human side to this, and I think that is what 
you might be referring to. So, if you could briefly respond as to 
your thoughts on that. 

Ms. Kraus. Yes, I would be very happy to. 

Again, I am a practitioner, and I see a lot of these cases, includ- 
ing, I might add, I have handled a case very similar to the one you 
discussed early on today on the educational systems, hiring out 
buses to owner drivers, which I won’t go into but would be happy 
to expand upon later if you would like. 

Basically, there is a tremendous financial incentive to employers, 
especially small business employers who have thinner margins of 
profit, to try to find ways to reduce their worker cost. 

I often see in my practice situations in which actually workers 
are coerced or they cannot get the job unless they agree to be treat- 
ed as an independent contractor or there would be a somewhat 
quasi-collusive arrangement that I will not send you a Form 1099, 
so you can not worry about the payment that I m^e. 

One thing that concerned us in doing this report, the beginning 
of this report actually was several years ago with the health secu- 
rity bill because that bill knew that we had to clean up this area 
because they were trying to address who had to pay health bene- 
fits, and that all turned on whether you are an employee or not. 
That was going to put enormous pressure on the worker classifica- 
tion issue because suddenly if an employer has to pick up $4,000 
a year or more per worker to include them in a health plan, yes, 
there is going to be an additional incentive to define that worker, 
by the way, that should be treated as an independent contractor. 



222 


What I see a great deal in my practice is the workers end up not 
able to pay the full amount, meaning their own self-employment 
taxes as well as their fringe benefits, like health care cost and so 
on. 

Empirically, based on my own experience, I believe many of these 
audits start with workers who actually file returns, report the in- 
come, but cannot pay, and then we deal with an offer and com- 
promise or whatever, but there are tremendous losses to this sys- 
tem with the independent contractor status in many cases, even 
when there has been full compliance by everyone, employers and 
workers alike. 

So, the issue is that if everything suddenly shifts to making inde- 
pendent contractor status more easily available, you do have to 
take into account monumental shifts not just in the tax area, but 
in the benefit area as well. 

Mr. Kleczka. Let me ask my last question of Ms. Horton. In 
your testimony, you indicated that independent contractors aren’t 
cheaper than regular employees. What is your basis for that, based 
on the fact that a regular employee would carry a whole bunch of 
benefits along with him or her, where an independent contractor 
would get one pa 3 anent, fee for service? 

Ms. Horton. Most independent contractors will make sure that 
they have those benefits. 

Mr. Kleczka. From who? 

Ms. Horton. From themselves. 

Mr. Kleczka. Oh, provide it themselves. OK. 

Ms. Horton. I am a sole proprietor, but I have employees. My 
employees are entitled to hemth benefits. I also have health bene- 
fits. 'rtiey have SEP contributions. I have SEP contributions. If I 
were to work for a CPA firm, I might get $25 to $30 an hour, and 
they would supply me with some l^nefits. As an independent con- 
tractor, I get $150 an hour. Where is it cheaper to use an independ- 
ent contractor versus an employee? 

Mr. Kleczka. OK, but that is an independent contractor who is 
a professional. Let us take a person who is a trades person versus 
a professional. Would the same be true? 

Ms. Horton. Should be. 

Mr. Kleczka. $150 an hour? 

Ms. Horton. Well, they might not get $150 an hour, but they 
probably wouldn’t get paid $25 an hour as an employee either. 

Mr. Kleczka. Thank you very much. 

Chairman JOHNSON. Just to pursue that issue, Ms. Horton, do 
you have any idea what percentage of the independent contractors 
are people like you who have employees and what percent is that 
sort of little tiny person who may not be able or willing to charge 
enough to provide benefits for either themselves or their employ- 
ees? 

Ms. Horton. I do not know what the statistics are on a national 
basis, but Rhode Island is made up of almost 95 percent small 
business, and of that 

Chairman JOHNSON. In Rhode Island? 

Ms. Horton. Rhode Island. 

And of that 95 percent, more than 50 percent of them have five 
or fewer employees. 
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Chairman Johnson. Thank you. 

Does anyone else have any comment on the point just made? 

Mr. Shulman. 

Mr. Shulman. If I may, Madam Chairman. In the computer in- 
dustry, our employers make more money when we use employees 
than when we use independent contractors. We must pay, like Ms. 
Horton said, independent contractors more money because they pay 
for all their own benefits. They get their own liability insurance. 
So, again, you cannot make generalizations here. 

I do admit to bristling when I hear a generalization that it costs 
more to use employees. It is absolutely not the case as a general 
proposition. 

Now, beyond that. Congressman Kleczka’s point, which I agree 
with and I am very concerned about, we have got to distinguish be- 
tween tax issues and other issues. This is a Ways and Means mat- 
ter. We are not talking about OSHA. We are not talking about 
Title VII for equal emplo 3 ment. There is nothing uncommon about 
a worker being an independent contractor for some purposes and 
being an employee for other purposes. So, let us, again, strip away 
the rhetoric about — and I do not mean from the Congress, but from 
among many in the business community — about when someone be- 
comes self-employed for tax purposes, they are going to lose all of 
these other protections. It just is not the case because the EEOC 
and the Labor Department and OSHA and everybody else is out 
there. 

I think as we move forward, I urge you to keep those distinctions 
in mind. 

Chairman Johnson. It would be useful, and we will try to get 
information from the GAO and others as to how many independent 
contractors have employees because, of course, any workplace 
would be covered by all of these other laws. If 95 percent of inde- 
pendent contractors actually have workplaces, then the points 
brought up earlier about lack of worker protection simply are not 
relevant, but I am concerned, Ms. Kraus, with your comment that 
there are tremendous financial incentives to reduce worker cost. 

What I am hearing from Mr. Shulman and Ms. Horton is that 
what they bring to the table to a business — and I see this. I rep- 
resent a district of small businesses, and that small manufacturer 
does not have the computer expertise, and the IRS didn’t have the 
computer expertise to upgrade. They needed to hire that expertise 
from outside. 

These little companies cannot hire the expertise they need, even 
on a short-term basis. They cannot reorganize their computer capa- 
bility, upgrade their machinery, or redesign the layout of their 
plant. There are just so many things now that running a sophisti- 
cated business requires that small businesses cannot do. It would 
be dumb for them to hire someone. So, they need to hire an inde- 
pendent contractor, and this is a very legitimate role in our econ- 
omy. Of course, that is driven by the desire to reduce cost. 

You need to help us clarify because your statement is no more 
true than their statement. There is truth to both sides of this argu- 
ment. You have to help us clarify this situation about what kinds 
of situations produce the coercion. Otherwise, we will have to draw 
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bright lines without regard to what kind of protection we ought to 
be able to provide. 

Do you have a comment? 

Ms. Kraus. Madam Chairman, certainly your point is absolutely 
correct. Probably, in most instances where a business or an em- 
ployer hires a worker and treats that worker or group as an inde- 
pendent contractor, I do not know the statistics. My bet is in most 
cases, they are correct. 

I mean, my goodness, especially in small business areas, the 
need to go outside and outsource that expertise is very frequently 
there. In those cases, they are probably going to be OK. They are 
probably going to have no problem. 

The only way they might have a problem is if the worker does 
not include it in income, and the IRS may come back and just 
make sure that they have complied with the Form 1099 require- 
ments. Clearly there are many, many situations where it is 
perfectly legitimate. 

Let us hope so. I am an independent contractor for every client 
I serve, and we are talking about this subsector, this tax gap sector 
where there are unscrupulous or uninformed, or whatever the rea- 
son, workers or pressured workers where they may have to agree. 

Chairman Johnson. I understand that. So, how do we get at 
them without debilitating, in a sense 

Ms. Kraus. Exactly. 

Chairman Johnson [continuing]. Legitifying relationships in our 
economy which at this point is critical to our future that they be 
flexible? How do we do that? 

Ms. Kraus. Well, again, the report makes a number of sugges- 
tions. The main thing is, of coxirse, the reporting, the compliance 
provisions, pumping up the Form 1099, making sure the IRS has 
the tools to make intelligent selections of where is there abuse, and 
where is there not abuse. 

Chairman JOHNSON. So, the kinds of things we have been dis- 
cussing to fine tune this bill language. 

Ms. Kraus. Exactly. 

And also, on audit, then if we can eliminate some of the vague 
criteria and have more bright-line tests, which this is just a guess, 
but I am going to guess, if you put in some bright-line employee 
tests and bright-line safe harbor tests, people are going to struc- 
ture. This will determine how they structure their relationships 
with the workers that they want to treat as independent contrac- 
tors or that they want to treat as employees, and you are going to 
have far fewer ^sputes in that area, but I certainly know, just ad- 
dressing the points made by my colleagues, that in terms of the 
cost, I happen to have represented groups similarly situated, like 
dental groups. 

One will treat them as independent contractors. It is a corpora- 
tion. Another will treat them as employees. They are audited. They 
get adjustments. 

When we talk about the cost of employee versus the cost of inde- 
pendent contractors, those companies bitterly complain when they 
have to treat these workers as employees. They claim competitive 
disadvantage, what you had talked about with Mr. Lubick this 
morning, because the costs to them are greater. 
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Again, when we talk about this issue of is it more expensive to 
keep them as employees or to treat them as independent contrac- 
tors, certainly you see bitter complaints in many areas. Some work- 
ers and companies are under the protection of section 530 

Chairman Johnson. Let us come back to that because I think 
that is a relevant thing to talk about, but I have taken more time 
than I should have when Mr. Hancock has not had a chance to 
question. 

Mr. Hancock. 

Mr. Hancock. Thank you very much. 

Because of the incentive, which I addressed a little bit earlier, 
which is out there to actually go with an independent contractor, 
what we are hearing today in front of this Subcommittee is pri- 
marily addressed at whether there is a tax advantage or disadvan- 
tage, and we are talking about Internal Revenue collecting the in- 
come taxes or the payroll taxes. Is that the number one reason for 
the drive in the marketplace now is to try to go with independent 
contractors? Does it have to do with the tax law whatsoever? 
Shouldn’t we consider the other governmental regulations, which 
Mr. Shulman approached, such as the potential litigation if, in fact, 
you want to terminate an employee? 

Let us face it. There is a whole industry out there in the legal 
profession just sitting and waiting for somebody to file a discrimi- 
nation suit or for somebody to file workman’s compensation or un- 
employment claims. Is there an unspoken and unwritten incentive 
to try to avoid litigation and having to defend and lose even if you 
win? Does that have a bearing on whether it is a tax deal, or is 
it that the employer is scared to death of being sued on something 
that he does not have any control over? 

Mr. Campagna. Mr. Hancock, if I might, it is impossible to seg- 
regate those reasons. When a company decides to treat workers as 
contractors, all of those matters come into play. It may be less ex- 
pensive in their industry to have a contractor. It varies from indus- 
try to industry whether it is or not. It may be a problem in that 
industry to deal with workers who are terminated. It is in most. 
It may be a tax advantage. It just depends from industry to indus- 
try, and I think all of these things are intertwined. You cannot say 
the tax is driving the decision at this point because we are such 
a service economy now, and the types of professionals and entre- 
preneurs that we have been talking about are not the people that 
we need to protect with the very important concerns that Mr. 
Kleczka is raising, to protect workers from being reclassified. 

We shouldn’t be thinking about doctors and lawyers and account- 
ants when we think about those things. Those people are getting 
paid enough wage to go out and get their benefits whether they 
work as contractors or not. 

If we are concerned about reclassification of workers and whole- 
sale reclassifications by big companies, I would suggest that you 
try to incorporate a prophylactic provision in any of your objective 
tests that would say that a company could not reclassify a worker 
if there has not been a change in their true job function or proof 
that the company was entitled to rely on the section 530 safe har- 
bors and simply hadn’t been relying on those because it would have 
been inconsistent treatment to do so. 
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If you put those prophylactic provisions in, companies will not be 
able to wholesale reclassify their workers as contractors just to 
avoid benefits. 

Mr. Hancock. There is one item on here that we talked about 
on this section C. A primary source, is that what it is, that pays 
a fair market use, rent use for the service recipient’s place of busi- 
ness. This means that you have got to have an office. What about 
the guy that is operating just out of his head? He has got the 
brains, and he does it over the telephone. Is he not self-employed 
even though he does not have the primary source? He uses a pay 
phone, operates out of his car, travels over the country as a 
consultant. Is he not self-employed? 

Mr. Campagna. I understand, Mr. Hancock, that the trucking in- 
dustry has a problem with that criteria because they do not Imow 
if the owner/operator of a truck is going to have a principal place 
of business that qualifies under that criteria. It is the same ques- 
tion that you have raised. 

Mr. Hancock. Quite frankly, Mr. Campagna, I just met with a 
trucker just a few minutes ago when I stepped out. Thank you. 

Chairman JOHNSON. In view of the time, I think we will not be 
able to pursue our preceding discussion, but this has been a very 
helpful panel, and you will have a chance to comment as we try 
to pull your ideas together into a proposal. Thank you very much 
for your participation today. 

Let me move on to the next panel. I am sorry to keep the people 
waiting, but this is a difficult area, and I do think it is important 
for the Congress to begin taking on some of the problems that 
have, in a sense, plagued us for many years, and so it does take 
some greater time to get a grasp of what people are saying about 
the interrelationship between the recommendations that presenters 
are meiking, and I appreciate the patience of both the Members and 
those scheduled to testify. 

This panel is Kurt Pfotenhauer — is that 

Mr. Pfotenhauer. That is correct. 

Chairman Johnson. Pfotenhauer. All right. 

And James Pyles, Clyde Northrop, Lockwood Phillips, and 
Leonard Doctor. Before we begin, it is a pleasure to have with us 
Hon. Steny Hoyer. 

Mr. Hoyer. Thank you very much. Congresswoman Johnson and 
Congressman Hancock and Congressman Kleczka, who I believe 
has stepped away. 

Chairman Johnson. He will be back shortly. 

Mr. Hoyer. Thank you. 

I appreciate this opportunity to appear before you today to intro- 
duce one of my constituents, Clyde Northrop, the president of the 
American Association of Independent Newspaper Distributors. 

As he will tell you. Madam Chairman, Clyde has been a news- 
paper distributor since 1973. He knows the business and its people 
and will be able to share with the Members of the Subcommittee 
his insights into the particular egregious situation that has con- 
fronted him, his business, and his association members. 

Mr. Northrop first came to me. Madam Chairman, in 1994 about 
a new interpretation of IRS rules that changed their status from 
independent contractors to that of employees. As the then-chair- 
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man of the Treasury Postal Subcommittee, I worked with the IRS 
to correct this misinterpretation. However, as you can tell, my ef- 
forts were not successful, and ultimately, the IRS indicated that a 
legislative solution was needed. 

Essentially, Ms. Richardson said that counsel advised her that 
this was the correct interpretation and, therefore, we had to 
address it legislatively. 

Therefore, I was pleased that the Senate, at the instance of 
Senator Dole, included in its 1995 reconciliation bill a provision to 
clarify that under section 3508 of the Tax Code newspaper distribu- 
tors can be treated as independent contractors under direct seller 
rules. Furthermore, important language was included in the report 
to clarify that the provision has no impact whatsoever on the inter- 
pretation of the applicability of Federal, State, or local labor laws. 

As you may know. Madam Chairman, the Teamsters and others 
became very concerned about the ramifications this might have as 
it related to their existing contractors and relationship to various 
newspapers. In particular, there was a problem in Detroit. 

What this simple yet important provision does is return the 
newspaper distributors to the status quo they had been operating 
under until recent interpretations by the IRS. 

I am grateful that this Subcommittee supported the Senate lan- 
guage and that it was included in the conference report. Although 
the overall bill was vetoed by the President, I am hopeful that this 
provision will ultimately be signed into law and would appreciate 
the Subcommittee’s continued support of the important provision. 

I might say, Madam Chairman, that I had extensive conversa- 
tions with the White House last year on this issue because, of 
course, it was somewhat controversial because of particularly the 
concerns of some in the labor movement with whom I was very 
sympathetic. 

At the same time. Madam Chairman, you may know that in 
Kansas, because they had the financial ability to do it and they got 
some help, I suppose, from the newspaper itself, they took this to 
the court, and before it was litigated the IRS withdrew, in effect, 
gave up on its claim in that instance. Obviously, most folks do not 
have that kind of resource, especially those folks who are very 
small businesses, mom and pop at best and teenagers. 

Clyde was just telling me since this ruling, in Bowie, Maryland, 
there are no longer any teenaged delivery newspaper people. They 
are all gone because of the fact of the relationship. You know 
where Bowie is, just about 15 miles from here, the second-largest 
town in Maryland. It is about 45,000 people, second only to 
Baltimore. 

In any event. Madam Chairman, it is my pleasure to appear be- 
fore you today to introduce Clyde Northrop, and I thank the 
Subcommittee for giving Mr. Northrop the opportunity to further 
explain the situation that distributors find themselves in. 

I told Mr. Northrop, but I will repeat it for the panel, that Chair- 
woman Johnson, as you may have already learned in your prac- 
tices, is one of the more thoughtful Members of the Congress of the 
United States and I am sure will be very sympathetic to the rep- 
resentations you have to make. 

Madam Chairman, thank you for giving me this opportunity. 
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Chairman JOHNSON. Thank you, and thank you for joining us, 
Congressman Hoyer. 

It is of really great concern to me that government should go in 
and reinterpret relationships and, in a sense, retroactively Imock 
out jobs that used to be available to kids. 

Mr. Hoyer. Yes. 

Chairman Johnson. I hope that we will be able to solve at least 
this problem, but that same kind of retroactive redefining of rela- 
tionships is having a lot of consequences in other industries that 
I think are unhealthy and unfair particularly in light of the section 
530 safe harbor that explicitly said if there is a long history of clas- 
sification then we will not disturb it. 

So, we do have some good work that we can do in this area. We 
may not be able to solve every problem, but this is one I hope we 
will be able to solve — and I think your presence here — and at our 
first hearing, Senator Gramm came all the way over to our side. 
We clearly have bipartisan concern with fixing the law in this area, 
and I am very glad to know that you have had good conversations 
with the administration, and we may need your help later on to be 
sure that the communication is complete, but we also had very 
good testimony from Treasury and the IRS, and I believe we are 
going to be able to work together to iron out some of these things. 

Mr. Hoyer. Well, I look forward to working with you, and you 
let me know what I can do to help. 

Chairman Johnson. Thank you for being here this afternoon. 

Mr. Hoyer. Thank you. 

Chairman Johnson. Let us start with Mr. Pfotenhauer, the vice 
president of UPS. 

STATEMENT OF KURT PFOTENHAUER, VICE PRESIDENT, 
UNITED PARCEL SERVICE, WASHINGTON, DC 

Mr. Pfotenhauer. Good afternoon. As the Nation’s fifth-largest 
employer, today’s hearing is of significant interest to UPS. 

A compelling case has already been made before this Subcommit- 
tee that the process by which the IRS determines who is and who 
is not an employee is overly subjective and produces inconsistent 
results. Clearly, guidance is needed from Congress. 

It is UPS’ recommendation that any legislation voted out of this 
Subcommittee effectively, but narrowly, target the problems of 
small business while addressing the broader issues associated with 
worker classification on a more comprehensive basis. 

Labor is the key asset in the delivery of our service to the public, 
and it will always be so. Despite enormous expenditures made an- 
nually by UPS for aircraft, fuel, facilities, and technology, about 60 
percent of our overall cost is still attributable to labor. 

While technology can most certainly enhance the effectiveness of 
our employees, it cannot replace individuals in providing our core 
pickup and delivery service. 

Our 82,000 drivers serve every community in this country; in 
fact, every address in this country. As most of the Members of this 
Subcommittee know from personal experience, our drivers are 
hardworking, determined, highly motivated individuals. 

Experienced UPS drivers earn $18.80 an hour. They get time and 
a half for overtime. With benefits, they make nearly $30 an hour. 
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These are very good jobs, but if Congress enacts legislation without 
carefully examining its impact on these jobs and others like them, 
it could unintentionally shift the direction of our entire industry by 
offering huge competitive advantages to companies willing to con- 
sider replacing their employees with independent contractors. 

By replacing its employees with independent contractors, a busi- 
ness can cut its labor costs dramatically. It can do away with the 
need to pay overtime, unemplo3mtient insurance, or worker’s com- 
pensation. It can sidestep employer’s responsibilities for Social 
Security, for disability benefits, for health benefits, for pension ben- 
efits. It can also avoid regulatory compliance requirements which 
are triggered by threshold numbers of employees. 

As an independent contractor, the former employee will enjoy 
fewer job protections, will probably make less money, will have less 
medical coverage, and will be less likely to retire with a pension. 
Taxpayers may end up shouldering the burden for increased social 
welfare demands, and with such looming economic impacts, busi- 
nesses would be forced to make very hard choices regarding their 
employee-based work force in the face of competition from low-cost 
providers using independent contractors. 

More liberal use of independent contractors will inevitably make 
employees obsolete in certain industry sectors. It seems, then, that 
there must be a balance. UPS suggests the following principles 
upon which legislation could be fashioned. 

First, the question of whether work is contracted out to inde- 
pendent contractors or is performed by employees of the company, 
should be a decision which is not sigmficantly distorted by govern- 
ment-mandated requirements, penalties, and rewards. We need a 
level competitive playingfield. 

Second, open and visible decisionmaking by the IRS is needed. If 
the government’s decision will affect an industry and its jobs that 
needs to be done on an industrywide basis. Existing IRS decisions 
should also be reviewed and reconsidered for their perspective 
application under this statute. 

'Third, the control aspect of the common law test for determining 
employment status needs to be retained and strengthened, not 
eroded. 

Fourth, because independent contracting affects laws far beyond 
the Tax Code, corrective legislation should be comprehensive, not 
narrow. 

Finally, small businesses are the incubators for innovative tech- 
nologies and services and are stepping stones for economic develop- 
ment. Their needs and their resources and their challenge differ 
both in kind and degree from larger established businesses. 
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UPS picks up packages from over 1.3 million businesses a day. 
Most of these are small businesses. The success or failure of small 
business has a dramatic impact on UPS. Every 50 additional pack- 
ages a day that a small business feeds into our system creates a 
job at UPS. 

The predominant problems of IRS classification center on small 
business, and so should the solution. The other issues associated 
with worker classification should be addressed comprehensively. 

Thank you for the opportunity to testify. 

[The prepared statement follows:] 
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Testimony of Kurt Pfotenhauer 
Vice President 
United Parcel S^ice 

before the 

Subcommittee on Oversight 
Committee on Ways & Means 
U.S. House of Representatives 

June 20« 1996 


Good morning. My name is Kurt Pfotenhauer. I am a Vice President for United Parcel 
Service. As the nation's fifth largest employer, today's hearing is of significant Interest to 
UPS. 

The small business men and women who appeared before this subcommittee in Its last 
hearing make a compelling case that the process by which the IRS determines who is and is 
not an employee is overly subjective and produces inconsistent results. Clearly, guidance is 
needed from Congress. 

It is UPS's recommendation that any legislation voted out of this subcommittee effectively, 
but narrowly, target the problems of small business while addressing the broader issues 
associated with worker classification on a more comprehensive basis. 

Though sophisticated information technology and multi-modal transportation systems tend 
to define the competitive posture of our industry, labor is the key asset in the delivery of our 
service to the public and always will be. UPS serves over 200 countries with a broad- 
ranging transportation and information network that includes one of the world's 10 largest 
airlines, and the largest centrally fueled fleet of trucks in America. Last year, we purchased 
over 730 million gallons of jet and motor fuel. We own and maintain over 2,400 facilities, 
and utilize the only nationwide cellular network in the country. We made over $2 billion in 
capital expenditures in 1995, and we expect to do so again in 1996. And despite these 
enormous expenditures for aircraft, fuel, facilities and technology, about 60% of our overall 
cost is still attributable to labor. 

Why? Because, while technology can most certainly enhance the effectiveness of our 
workforce, it cannot replace individuals in providing our core pick-up and delivery service. 
Our 82,000 drivers serve every community - in fact, every address — in America. As most 
of the members of this subcommittee know from personal experience, our drivers are highly 
motivated, determined, hardworking individuals. 

Experienced UPS drivers earn $18.80 per hour, plus time and a half for overtime. With 
benefits they make nearly $30 per hour. Their employment with United Parcel Service 
makes it possible for them to buy homes in safe neighborhoods where they can raise their 
children, send those children through college, cover their family's medical bills, prepare 
adequately for retirement, and pay their taxes. These are good jobs. 

But if Congress enacts legislation without carefully examining its impact on these jobs and 
others like them, it could unintentionally shift the direction of our entire industry by offering 
huge competitive advantages to companies willing to consider replacing their employees 
with independent contractors. 

By replacing its employees with independent contractors a business can cut its labor costs 
dramatically. It can do away with the need to pay overtime, unemployment insurance or 
workers compensation. By replacing employees with independent contractors a company 
can sidestep employers' responsibilities for Social Security old age, survivors and disability 
benefits, health benefits, and pension benefits. It can also avoid regulatory compliance 
requirements which are often triggered by specific threshold numbers of employees. 

As an independent contractor, the former employee will enjoy fewer job protections, will 
probably make less money, have less medical coverage, and will be less likely to retire with 
a pension. Taxpayers may end up shouldering the burden for Increased social welfare 
demands. And with such looming economic impacts, businesses would be forced to make 
hard choices regarding their employee-based workforce In the face of competition from very 
low cost providers making use of Independent contractors. More liberal use of independent 
contractors will inevitably make employees obsolete in a variety of industry sectors. 
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It seems then that there must be a balance. The entrepreneurship of smalt business must be 
encouraged and nourished. The IRS needs guidance. And good jobs must not be 
unintentionally discriminated against by an act of Congress. 

So, as a threshold matter, before legislative text is adopted, we urge that there be 
consensus on the fundamental criteria and on the principles involved. UPS suggests the 
following principles upon which legislation could be fashioned: 

1) The question of whether work is contracted out to mdeoendent contractors or Derformed 
bv empioveea of the company should be a daci«on v»rf>ich is not alonificantlv dietorted bv 
government mandated requirements, penalties and fewarda. 

In a highly competitive, entrepreneurial marketplace, equity becomes crucial. Businesses 
that provide the same service, in the same markets must do so on a level competitive 
playing field. That means laws and regulations affecting economic issues, service, rates and 
safety must impose the same requirements on all competitors in the same industry. 

2) Open and visible dedsion-maklnq bv IRS is needed. 

When an IRS decision on employment status affects an industry and its employees, the 
affected parties need recourse to a process which allows them to have their views heard 
and considered. In short, if the government's decision will affect an industry and Its jobs, it 
needs to be done by an open rulemaking process. The impacts of IRS decisions in this area 
are so fundamental to third parties, and even to other government agencies, that it cannot 
and should not be resolved across an audit table by the taxpayer and an IRS agent. 

The IRS cannot now issue a regulation or a published revenue ruling on employment tax 
classification. Yet an IRS decision on employment status of one taxpayer may affect an 
industry and its employees. For years now, the classification of workers has been relegated 
to a private system of law, in which the IRS can resolve only one case at a time through 
audits or private rulings. If the government's decision will affect an industry and its jobs, it 
needs to be done on an industry wide basis with central IRS coordination and industry 
involvement, and it should result in published guidance that is available to everyone. 

Existing IRS decisions should also be reviewed and reconsidered for prospective application 
under this criteria. 


3) The control aspect of the common law test for determininQ employment statue needs to 
be retained and etrengthened^not eroded . 

The legal core, as 1 understand it, is whether the business has the right to direct and control 
how the worker performs the tasks undertaken. It is the cornerstone of the law and the 
business basis for distinguishing self-empioyed contractors from employees. If in fact an 
employer exercises, or can exercise, behavioral and financial control of how the worker 
performs the .work, then other formalities should not prevail in the IRS's determination. 
Easily "gamed" aspects, like "significant costs of training", should not obscure what 
common law and common sense tells you is an employee. 

4) Because independent contracting affects laws far bevond the tax code, corrective 
legislation should be comofehensive. not narrow. 

Labor laws affecting benefits, hours and wage rates, discrimination, unfair labor practices, 
and even important parts of copyright and environmental laws, are based on employment. 
They do not apply (or they apply differently) to self-employed workers. A solution limited to 
the tax code leaves small business — our customer base -- in the position of having a worker 
classified as independent for one law and an employee for another. Coordination and 
consistency are needed in the standard and in the implementation. Neither exists now. 

The problems of classification go deeper than IRS processes. Until the arbitrary statutory 
distinctions between the treatment of independent contractors and the treatment of 
employees are eliminated, legislation will only cure the symptoms, not the cause. 

Much of our social policy assumes an employee-employer relationship. If these assumptions 
are to be changed then it must be accomplished directly and comprehensively. The 
marketplace should not be distorted with limited exemptions. Public policy decisions that 
liberalize the use of independent contractors should take into account the impact on all other 
government and social interests. 
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5) Small buainaaaas are th< Incubatof for innovathw tachnoloai t and •fvices. and an 

ataoDlnq atonaa for aconomic davaloomant: thair oaada. rtoufci. and chaBanaas dtffar 

both In kind and daaraa from laroar estabUshed buaina aa a a . 

UPS picks up packages from over 1 .3 million businesses a day, and delivers to many more. 
Most of these are small businesses. The success or failure of small business has a profound 
effect on UPS. Every 50 additional packages a day that small business feeds into our 
system, creates a new job at UPS. 

The predominant problems of IRS classification center on small business. Legislative 
solutions should address those problems on a small business specific basis; the other issues 
associated with worker classification should be addressed comprehensively. 

Thank you for the opportunity to testify. UPS will be pleased to provide whatever 
assistance would be helpful as the subcommittee proceeds on this matter. 
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Chairman JOHNSON. Thank you. 

Mr. Pyles, Home Health Services and Staffing Association from 
Alexandria, Virginia, on behalf of the Coalition for Fair Worker 
Classification. 

Mr. Pyles. 

STATEMENT OF JAMES C. PYLES, COUNSEL, HOME HEALTH 

SERVICES AND STAFFING ASSOCIATION, ALEXANDRIA, 

VIRGINIA, ON BEHALF OF THE COALITION FOR FAIR 

WORKER CLASSIFICATION, WASHINGTON, DC 

Mr. Pyles. Thank you. Madam Chairman. 

I am James C. Pyles. I represent the Home Health Services and 
Staffing Association. We are made up of small and large businesses 
that provide supplemental nursing staff to health care facilities 
and home health care services directly to patients. HHSSA is also 
a member of the Coalition for Fair Worker Classification, which in- 
cludes representatives of associations of large and small busi- 
nesses, management and labor, who feel that legislation is needed 
in this area to curb the intentional abuse of the independent 
contractor designation. 

The Coalition does not oppose the legitimate use of independent 
contractor status, but is opposed to the pervasive and growing 
practice by which some businesses ignore the law or exploit its am- 
biguities in order to gain a competitive advantage over law-abiding 
companies. 

Certainly, the anecdotes of individuals that have been subjected 
to heavy penalties for misclassifying workers generate sympathy, 
but what about the concerns of the vast majority of companies that 
comply with the law, collect and pay employment taxes, incur other 
overhead costs associated with the designation of workers as 
employees? 

For example, what about the concerns of the building service con- 
tractor in the deep South who has to lay of 4,000 workers and loses 
$5 million a year to competitors who misclassify workers as inde- 
pendent contractors? What about the manufacturers in the gar- 
ment industry in Dallas, Texas, who have been driven out of busi- 
ness by companies that produce clothing at cut-rate prices by using 
illegally classified independent contractors? What about the com- 
pany that loses a multimillion-dollar government shipbuilding con- 
tract on Groton, Connecticut, because its competitor reclassifies all 
of its workers as independent contractors and is thereby able to 
submit a lower bid? V^at about the small supplemental medical 
staffing company in Parma, Ohio, that loses its principal hospital 
contract because a competitor offers to provide the same services 
through independent contractors in violation of the IRS’ consistent 
rulings? What about the concerns of workers who are deprived of 
health insurance, overtime pay, protections of the child labor law, 
worker’s compensation and unemployment laws by employers who 
misclassify them as independent contractors without their approval 
and against their will? Where do the concerns of these individuals 
in businesses get taken into account? These are truly what I view 
as the silent majority. 

No one would dispute that the current test for distinguishing be- 
tween employees and independent contractors is ambiguous and 
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difficult to apply consistently. Enforcement of that law, however, is 
made virtually impossible by section 530 of the Revenue Act of 
1978 which imposes a perverse burden of proof on the IRS, estab- 
lishes safe harbors that ensure arbitrary application of the law, 
and forbids clarification of the definition of employee. Accordingly, 
this hopelessly ambiguous area of the law has not been clarified 
because section 530 prohibits it. 

H.R. 1972 and section 582 do little to make the law more under- 
standable and enforceable. H.R. 1972, for example, does not clarify 
the definition of employee or repeal section 530, but rather simply 
adds a definition of workers who will be deemed to not be employ- 
ees. All of the ambiguities and inequities of the existing law are 
allowed to remain intact. 

Although H.R. 1972 professes to clarify the existing law through 
the addition of objective standards, the criteria contained in the bill 
are vague and would be impossible to equitably enforce. 

Further, the criteria completely ignores the issue of control which 
has been the core principle used in this country for over 200 years 
for distinguishing between employees and independent contractors. 

For example, a worker could be classified as an independent con- 
tractor even though the worker’s every movement was controlled by 
the employer if the worker paid for his own education or had school 
loans. This creates a novel legal concept, the totally dependent 
independent contractor. 

Accordingly, the effect of H.R. 1972 would make the classification 
of most workers completely discretionary for most employers. In ef- 
fect, it would say, “raise your hand if you use employees.” 

In addition, H.R. 1972 does not incorporate a consistency prin- 
ciple which appears even in section 530. Accordingly, employers 
would be permitted to treat some or all of their workers as employ- 
ees today, independent contractors tomorrow, and employees again 
the next day. Such manipulation of the work force is likely since 
it would enable businesses to qualify for certain contracts and 
loans for small businesses regardless of the size of their actual 
work force. It also is going to be significant in who can avail them- 
selves of a medical savings account if the Kennedy-Kassebaum bill 
goes through. 

We also do not favor H.R. 582 because it incorporates the safe 
harbors of section 530 of the Internal Revenue Code and retains 
the illogical and inequitable prior audit safe harbor. 

A recent study performed by the accounting firm of Coopers and 
Lybrand concluded that misclassification of workers under the cur- 
rent law will cost the government approximately $35 billion over 
9 years. The cost would obviously be higher if the employment tax 
laws were liberalized as proposed in these bills. This kind of reve- 
nue loss is difficult to defend at a time when Congress is con- 
templating cutting approximately $200 billion over 7 years from 
the Medicare Program. 

Rather than legitimizing the abuse that is currently occurring at 
the cost of billions of dollars in t 2 ix revenue, we recommend a more 
moderate approach that still addresses the concerns identified in 
the White House Conference on Small Business. We recommend 
the approach taken in H.R. 510, a bipartisan bill sponsored by 
Republican Congressman Christopher Shays and Democratic Con- 
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gressman Tom Lantos. We believe this bill will generate moderate 
savings and will clarify the rules for distinguishing between em- 
ployees and independent contractors in a manner that is equitable, 
understandable, and consistent with other Federal and State laws. 

The bottom line is the approach taken by H.R. 1972 and 582 is 
like solving the drug problem by legalizing hard drugs. It is too 
radical, it is too liberal, and it is too costly. 

Thank you. 

[The prepared statement follows:] 
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House Committee on Ways and Means 
Subcommittee on Oversight 


Hearing on Employment Classification Issues 
June 20, 1996 

Submitted by: James C. Pyles, J.D., 

Counsel for the Home Health Services and Staffing Association 


Madam Chairman and members of the Subcommittee, I am James C. Pyles, 
counsel for the Home Health Services and Staffing Association ("HHSSA"), which is an 
association of small and large businesses providing supplemental nursing staff to 
health care facilities and home health services directly to patients. HHSSA is a 
member of the Coalition for Fair Worker Classification, which includes representatives 
of associations of large and small businesses, management and labor, who feel that 
legislation is needed to curb the intentional abuse of the independent contractor 
designation. The associations that are members of the Coalition represent thousands 
of businesses and millions of workers nationwide. 

The Coalition represents the businesses that take the trouble to determine how 
the employment tax laws apply to their activities and comply with the law. The Coalition 
does not oppose the legitimate use of the independent contractor status but is opposed 
to the pervasive and growing practice by which some businesses ignore the law or 
exploit its ambiguities in order to gain a competitive advantage over law-abiding 
companies. 

We certainly do not favor the arbitrary enforcement of the law by the IRS, but we 
believe that a much greater danger to small and large business is the intentional abuse 
of the employment tax laws as a corporate strategy to gain a competitive advantage 
and maximize profits. 

Certainly, the anecdotes of individuals that have been subjected to heavy 
penalties for misclassifying workers generate sympathy. But what about the concerns 
of the vast majority of companies that comply with the law, collect and pay employment 
taxes, and incur the other overhead costs associated with the designation of workers as 
employees? For example; 

1 . What about the concerns of the building service contractor in the deep South 
who has to lay off 4,000 workers and loses $5 million a year to competitors who 
misclassify workers as independent contractors? 

2. What about the manufacturers in the garment industry in Dallas, Texas who 
have been driven out of business by companies that produce clothing at cut rate 
prices by using illegally classified independent contractors? 

3. What about the company that loses a multimillion dollar government shipbuilding 
contract in Groton, Connecticut because its competitor reclassifies all of its 
workers as independent contractors and is a thereby able to submit a lower bid? 

4. What about the small supplemental medical staffing company in Parma, Ohio 
that loses its principal hospital contract because a competitor offers to provide 
the same services through independent contractors in violation of the IRS' 
consistent rulings? 
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5. What about the concerns of workers who are deprived of health insurance, 

overtime pay, and protections of the Child Labor, workmen's compensation, and 

unemployment compensation laws by employers who misclassify them as 

independent contractors without their approval or against their will? 

Where do the concerns of these individuals and businesses get taken into account? 

The sponsors of H.R. 1972 and 582, as well as delegates to the White House 
Conference on Small Business, are to be congratulated for bringing the issue of fair 
worker classification to the forefront of the 104th Congress' agenda. Unfortunately, 
however, the solutions proposed in those bills fail to address the underlying problems 
and, in fact, will make those problems worse. 

No one would dispute that the common law test, which is required by statute to 
be used to distinguish between employees and independent contractors, is based on a 
20 factor test which is ambiguous and difficult to apply consistently. Enforcement of 
that law is made virtually impossible by § 530 of the Revenue Act of 1978, which 
imposes a perverse burden of proof on the IRS, establishes safe harbors that ensure 
arbitrary application of the law, and forbids clarification of the definition of employee. 
Accordingly, this hopelessly ambiguous area of the law has not been clarified because 
§ 530 forbids it. 

Section 530 produces numerous anomalous results. For example, a business 
that has had an IRS audit for any reason since 1977 can misclassify workers with 
impunity forever into the future. Businesses that have misclassified workers in violation 
of the law and can cite examples of significant similar misclassifications among their 
colleagues also receive lifetime immunity. Section 530 also imposes a virtually 
impossible burden of proof on the IRS by establishing a presumption that an employer 
has a reasonable basis for not treating the worker as an employee unless the IRS can 
prove the negative - that no such reasonable basis exists. 

H R. 1972 and 582 do little to make the law more understandable and 
enforceable. H.R. 1972, for example, does not clarify the definition of employee or 
repeal § 530 but rather simply adds a definition of individuals who will be deemed to 
not be employees. All of the ambiguities and inequities of the existing law are allowed 
to remain intact. 

Although H R. 1972 professes to be intended to clarify the existing law through 
the addition of "objective" standards, the criteria contained in the bill are vague and 
would be impossible to equitably enforce. For example, the bill would permit workers to 
be classified as independent contractors if they had a "significant" investment in assets 
or training or had "significant" unreimbursed expenses or agreed to perform the service 
"for a particular amount of time.” None of these key terms is defined and, with the 
prohibition on clarification in § 530 unrepealed, no clarifying regulations could be 
issued. 

Further, the criteria completely ignore the issue of control which has been the 
core principle used in this country for over 200 years for distinguishing between 
employees and independent contractors. For example, a worker could be classified as 
an independent contractor even though the workers' every movement was controlled by 
the employer if the worker paid for his or her own education or had school loans. 

A worker under a similar degree of control could also be classified as an independent 
contractor if he agreed to complete a job in ten years or within his lifetime, since that 
would clearly be "a particular amount of time." 

Accordingly, the effect of H.R. 1972 would be to make the classification of most 
workers completely discretionary for most employers. 



239 


In addition, H.R. 1972 does not incorporate a “consistency" principle, which 
appears even in § 530. Accordingly, employers would be permitted to treat some or all 
of their workers as employees today, as independent contractors tomorrow, and as 
employees again the next day. Such manipulation of the work force is likely, since it 
would enable businesses to qualify for certain contracts and loans as small businesses 
regardless of the size of their actual work force. 

Even though H.R. 1972 is ostensibly directed at an issue identified by the small 
business community, the provisions of the bill apply equally to big business. Thus, it 
would appear that the bill may trigger massive reclassifications on an initial and 
' continuing basis. 

H.R. 582 is a somewhat better piece of legislation in that it is less vague and 
repeals § 530. We do not favor this legislation, however, because it incorporates the 
safe harbors of § 530 into the Internal Revenue Code and retains the illogical and 
inequitable "prior audit" safe harbor. 

Both bills suffer from the problem that they are likely to cost the government 
billions of dollars in lost tax revenue. We understand that H R. 582 has already been 
scored by the Joint Committee on Taxation as costing nearly $600 million over 5 years. 
That amount is likely to increase to nearly $1 billion over the 7 year planning horizon 
used for budgeting purposes. We believe the cost of H.R. 1972 will bo much higher, 
because the criteria are more liberal and it contains no funding source, such as 
increased fines for failure to file information returns, as does H.R. 582. 

A recent study performed by the accounting firm of Coopers and Lybrand 
concluded that misclassification of workers under the current law will cost the 
government approximately $35 billion over nine years. The cost would obviously be 
higher if the employment tax laws were liberalized, as proposed in these bills. This 
kind of revenue loss is difficult to defend at a time when Congress is contemplating 
cutting approximately $200 billion over 7 years from the Medicare program on which 
many of our nation's frail elderly depend. 

Rather than legitimizing the abuse that is currently occurring at the cost of 
billions of dollars in tax revenue, we recommend a more moderate approach that still 
addresses the concerns identified at the White House Conference on Small Business. 
We recommend the approach taken in H R. 510, a bipartisan bill sponsored by 
Republican Congressman Christopher Shays and Democratic Congressman Tom 
Lantos. That bill provides for the following: 

1 . It removes the prohibition on the issuance of regulations clarifying the distinction 
between employees and independent contractors. 

2. It allows an amnesty period for employers to properly classify workers without 
penalty. 

3. It provides for notification of workers of the consequences of being classified as 
independent contractors so they can make informed decisions about where they 
work. 

4. It narrows the "prior audit" safe harbor to apply only in cases of prior audits that 
actually considered the employment tax issue. 

We believe this bill will generate moderate savings and will clarify the rules for 
distinguishing between employees and independent contractors in a manner that is 
equitable, understandable, and consistent with other federal and state laws. 

I would be glad to answer any questions. 
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Chairman Johnson. Thank you. 

Mr. Northrop. 

STATEMENT OF CLYDE NORTHROP, PRESmENT, AMERICAN 
ASSOCIATION OF INDEPENDENT NEWSPAPER DISTRIBUTORS 

Mr. Northrop. Thank you. Madam Chairman and Members of 
the Subcommittee, for this opportunity to speak to you this 
afternoon. 

My name is Clyde Northrop, and I represent the American 
Association of Independent Newspaper Distributors. The AAIND 
was founded 25 years ago to further the welfare and education of 
independent newspaper carriers and distributors throughout the 
United States. I personally have been an independent newspaper 
distributor since 1973 in the State of Maryland and currently serve 
as president of our association. 

For over 200 years, newspaper distribution in the United States 
has been handled predominantly by independent carriers and dis- 
tributors. In recent years, the Internal Revenue Service has begun 
an effort, national in scope, that could destroy this traditional 
means of newspaper distribution by reclassifying carriers and dis- 
tributors from independent contractors to employees. 

Newspaper carriers and distributors are the real mom-and-pop 
small businesses of our country. Many grew up delivering news- 
papers with their parents, their brothers, their sisters, and went 
into the newspaper distribution business as adults. It is not un- 
usual to find second- or third-generation people in this very special 
business. 

The business includes youth carriers getting their first taste of 
the free enterprise system, adults who deliver newspapers on a 
part-time basis to supplement their otherwise modest incomes, and 
adults who deliver newspapers on a full-time basis. These people 
are classic entrepreneurs. 

Both carriers and distributors enjoy the ability to set their own 
hours, work with whom they wish, and build their individual busi- 
nesses as they choose. They have always operated as independent 
contractors, lliey do not want to be employees. 

They cannot understand why the IRS is attempting to put them 
out of business as independent contractors, even though they’ve fol- 
lowed the rules and paid all their taxes. 

These are not individuals that have lawyers and accountants on 
retainer. These are the smallest businesspeople that are the easiest 
for the IRS to intimidate. 

In Kansas City, distributors refused to be intimidated when they 
got letters from the IRS saying that they owed extra taxes since 
they were wrongly classified as independent contractors and the 
IRS said they should have been employees. 

The distributors, with the help of the newspapers Congressman 
Hoyer alluded to, in fact, filed some cases in U.S. Tax Court. In one 
of the cases, the IRS took the position that the distributor was an 
employee for one newspaper he delivered, but allowed Mm to be 
treated as an independent contractor for another newspaper that 
he had a similar contract with. 

On the eve of the trial that was scheduled for May 15, 1996, ac- 
tually on May 6, 1996, just a few weeks back, the IRS abruptly 
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dropped the cases conceding that the taxpayers in the test case and 
all the cases were, in fact, independent contractors. This was after 
more than 2 years of wasteful IRS audits and distributors threat- 
ened with financial ruin. The reclassification audit should have 
never been started since the IRS conceded that it didn’t have a 
case. 

The Kansas City situation is by no means an isolated situation. 
The IRS has challenged the independent contractor status of dis- 
tributors and carriers throughout the United States. At this mo- 
ment, the IRS is challenging the independent contractor status of 
carriers in Illinois, Florida, California, Minnesota, New Jersey, 
Pennsylvania, New Hampshire, Massachusetts, and Texas, and 
those are just the cases that our association is familiar with. 

The pattern is clear. If an independent contractor or distributor 
alone or with the help of his newspaper can afford to hire a major 
law firm to sustain a legal challenge of 2 years, then, in fact, its 
classification will be upheld. Otherwise, he is going to be reclassi- 
fied by the IRS and put out of business as an independent 
businessperson. 

We asked for some clarification from the Congress, and fortu- 
nately in 1995, we got just that in the budget reconciliation bill. 

This year, just recently, the Senate Finance Committee reported 
out in their small business package additional clarification lan- 
guage which simply states that newspaper carriers and distributors 
fall under the direct seller rules of the Tax Code and that they, in 
fact, under the direct seller rules are independent contractors. 

We are calling this a clarification because it is the direct seller 
rules that all of the carriers and distributors in this country have 
operated under for the last 16 years, since there has been direct 
seller rules, and that the IRS has had no problem with up until 
1994 when they reinterpreted their Code. 

I thank the Subcommittee for your support of the Direct Seller 
Clarification amendment. I also thank other Members for helping 
us to preserve the entrepreneurial dream of newspaper carriers 
and distributors that independently operate their own small 
businesses. 

Thank you. 

[The prepared statement and attachments follow:] 
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STATEMENT OF CLYDE NORTHROP, 
PRESIDENT, AMERICAN ASSOCIATION OF 
INDEPENDENT NEWSPAPER DISTRIBUTORS 

BEFORE THE HOUSE COMMITTEE ON 
WAYS AMD MEANS 

SUBCOMMITTEE ON OVERSIGHT 
JUNE 20, 1996 


Chairwoman Johnson and Members of this Subcommittee: 


My name is Clyde Northrop, President of The American 
Association of Independent Newspaper Distributors (AAIND) . AAIND 
was founded to further the welfare and education of, and 
communication between, independent newspaper distributors and 
carriers throughout the United States. 1 also have been a 
newspaper distributor for 23 years. I am presenting this 
testimony on my own behalf and on behalf of AAIND and its 
members . 


This testimony discusses the IRS's attempt to 
reclassify newspaper distributors and carriers as employees 
rather than independent contractors and addresses the need for 
legislation to clarify the status of distributors and carriers as 
independent contractors. AAIND strongly supports enactment of 
the direct seller amendment that was part of the Balanced Budget 
Act of 1995 which passed both Houses of Congress. That 
legislation would clarify that newspaper distributors and 
carriers can qualify as statutory independent contractors under 
section 3508 of the Internal Revenue Code. 


IRS Challenge to Independent Contractor Status 

For over two hundred years, newspaper distribution in 
the United States has been handled predominantly by independent 
distributors and carriers who now number over 600,000. 

Newspaper distributors and carriers are the real "mom 
and pop" small business people of our country. Many grew up 
delivering newspapers with their parents, brothers and sisters, 
and went into the newspaper distribution business as adults. It 
is not unusual to find second and even third generation men and 
women in this special business. 

The business includes youth carriers acquiring their 
first taste of the free enterprise system, adults who deliver 
newspapers on a part-time basis to supplement their otherwise 
modest incomes, and adults who deliver newspapers as a full-time 
business. 


These people are classic entrepreneurs. Both 
distributors and carriers enjoy the ability to set their own 
hours, work with whom they wish, and build their businesses as 
they choose. They have always been independent contractors; they 
don't want to be employees. They can't understand why the IRS is 
taking actions against them that may put them out of business, 
even though they've followed the rules and paid the taxes they 
would owe as Independent contractors . 

In recent years, the IRS has begun an effort, national 
in scope, that could destroy this traditional means of newspaper 
distribution by reclassifying distributors and carriers from 
independent contractors to employees. At this moment, the IRS is 
seeking to reclassify distributors and carriers in Illinois, 
Texas, New Hampshire, Massachusetts, New Jersey, Pennsylvania, 
Florida, Minnesota, and California. 
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The newspaper company itself may have no exposure 
because it qualifies for section 530 relief under the Revenue Act 
of 1978, which permits the company to treat workers as 
independent contractors for employment tax purposes as long as it 
had a reasonable basis for its position and satisfies certain 
other tests. But section 530 does not provide any protection to 
the worker. Where the IRS has been stopped from collecting 
employment taxes at the company level because of the availability 
of section 530 relief, it has initiated wide-scale audits of 
individual newspaper distributors and carriers. In many of these 
cases, the distributors and carriers are mere pawns in the IRS 
fight to coerce the newspaper to convert its workforce to 
employees . 


These distributors and carriers are not individuals who 
have lawyers and accountants on retainer. For small businessmen 
who deliver the paper, the prospect of an IRS audit challenging 
their status as an independent contractor is an intimidating 
experience because of the power of the IRS and the expense of 
defending the audit. The taxes that the IRS seeks to collect 
would put many distributors or carriers out of business. In 
reclassifying the distributor or carrier as an employee, the IRS 
often disallows any deduction for the distributor or carrier's 
substantial cash expenses of delivering the paper (gas, 
insurance, vehicle maintenance and supplies) and imposes an 
alternative minimum tax that can be confiscatory. 

If the IRS asserts additional FICA tax, that tax must 
be paid before it can be contested. A small businessman 
generally does not have the resources to pay the tax in advance, 
and the IRS can seize his property to satisfy that tax. 

Here are some recent examples of IRS actions that show 
the need for clarifying legislation: 

• Beginning in 1994, the local IRS offices in Kansas 
City began a special audit program to reclassify distributors of 
The Kansas City Star Company as employees rather than independent 
contracts. The IRS individually audited over 100 distributors 
during a two-year period, causing distress, distraction and 
disruption among the distributors who didn't know how they should 
file their returns in light of conflicting IRS approaches and 
didn't know how they would pay their tax bill if the IRS found 
them to be employees. At first, the IRS took the position that 
all distributors were employees. As the audits and the appeals 
process progressed, the IRS began to take the position that some 
distributors were employees while conceding that others were 
independent contractors. Without drawing any clear line, the IRS 
seemed to be saying that smaller distributors are employees but 
that larger distributors are independent contractors even though 
all operated under the same contracts. That left the IRS taking 
the anomalous position that one larger carrier was an independent 
contractor, but that other family members who also were 
distributors under similar contracts were employees simply 
because their routes and scale of operations were somewhat 
smaller. In another case, the IRS took the position that a 
distributor was an employee of The Kansas City Star while 
allowing him to be an independent contractor for another 
newspaper under a similar contract. 

In order to end the controversy, two carriers filed 
test cases in the Tax Court to establish their independence and 
the independence of other similarly-situated distributors. Trial 
was scheduled to begin on May 15. On the eve of trial, the IRS 
conceded that the two distributors (and two additional 
distributors who had filed Tax Court petitions) were independent 
contractors. In addition, the IRS indicated that it was 
conceding the classification issue in all pending and open cases 
involving Kansas City Star distributors and that it had 
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terminated the special audit program to reclassify Kansas City 
Star distributors as employees. 

The controversy ended with the right result, but look 
at the cost: two years of wasteful and costly IRS audits that 
threatened distributors with financial ruin. Those audits should 
never have been started since the IRS later conceded that it 
didn't have a case. 

s In September of 1994, the IRS District Director in 
St. Paul, Minnesota issued a newsletter called "Tax Topics” (copy 
attached) which took the position that newspaper carriers who met 
five criteria would be treated as employees. The criteria were 
that the carriers were paid a specified amount for the newspapers 
delivered; were not involved in billing and collection; delivered 
the newspaper to a place specified by the customer; used their 
own equipment to deliver the newspaper (we always thought 
ownership of equipment was a strong factor in favor of 
independence) ; and did only a limited amount of work to prepare 
the newspaper for delivery. That newsletter was given by the IRS 
to local tax return preparers who were cautioned that they should 
not assist carriers in filing tax returns as independent 
contractors if they met the stated criteria. As a result, 
carriers found it difficult to even get assistance in filing 
their tax returns as independent contractors. 

• In 1995, four carriers of the Rochester Post- 
Bulletin in Minnesota were told that they each owed back taxes 
and interest of thousands of dollars as a result of the IRS' 
determination to reclassify them as employees. If they did not 
have the money, the IRS told them they should consider taking a 
second mortgage on their homes. An IRS Appeals Officer has now 
upheld the reclassification. In response to the carriers' 
submission of a 1990 written decision of the National Labor 
Relations Board which held that the carriers were independent 
contractors, not employees, under the same legal standard being 
applied by the IRS, the IRS simply stated that it was not bound 
by and disagreed with the decision. Although the carriers 
presented detailed evidence in support of the twenty common law 
factors of independent contractor status, the IRS turned a deaf 
ear. For example, the carriers produced evidence that they are 
responsible for the payment of all expenses in connection with 
their delivery services, including the printing of business cards 
with home and car telephone numbers in the event of renewals or 
complaint calls from customers, and including the cost of 
customer gifts such as ballpoint pens advertising the 
distribution services of a carrier. The Appeals Officer rejected 
these practices as evidence of independent contractor status, 
stating that "[t]he purchasing of these items may be nothing more 
than an ego trip by the carrier." Most recently, the carriers 
have been told by the Appeals Officer that there is nothing that 
they could do to revise their relationship to make it one of 
independent contractor status as "it is IRS national policy" to 
treat them as employees. Although the IRS may disavotr it, its 
policy in many parts of the country appears to be that newspaper 
distributors and carriers automatically are employees 
irrespective of the common law test. 
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Direct Seller Clarifying Legislation 

The need for legislative clarification is clear. To 
avoid continuing conflict with the IRS and needless expense in 
debacing whether newspaper distributors and carriers are 
independent contractors under the common law test, AAIND supports 
enactment of a provision that would clarify that newspaper 
distributors and carriers can qualify as independent contractors 
if they meet the direct seller test of section 3508 of the 
Internal Revenue Code as an alternative to the common law test . 
Congress has already once approved such an amendment as part of 
the budget reconciliation proposed legislation in 1995. The 
amendment received bipartisan support and was scored by the Joint 
Committee on Taxation as having a "negligible" effect on the 
federal budget . 

Even the IRS has acknowledged that the direct seller 
amendment would provide needed clarification. In an October 31, 
1995 letter to Senator D' Amato, Assistant Commissioner 
(Examination) of the IRS, L.E. Carlow, stated, "The Service 
recognizes that this (the independent contractor classification] 
is a difficult and contentious issue. We agree that, if enacted 
into law, the proposed legislative change to Internal Revenue 
Code section 3508 [the direct seller provision] will add 
clarification to this issue for many carriers and distributors." 

There is still a pressing need for that amendment. In 
the absence of that clarification, the IRS will continue its 
attack on independent newspaper carriers and distributors across 
the country. Left unaddressed, the IRS may succeed in removing 
the opportunity for generations of small business people who want 
to be their own boss. 

The independent newspaper carriers and distributors in 
this country are people who work hard daily and have followed the 
rules. They look to the people they have voted for all these 
years to correct what is unquestionably an out -of -control 
situation. They need this clarification now, as every month that 
goes by sees more carriers and distributors subject to 
unnecessary and costly IRS audits and the threat of being forced 
out of business if they are reclassified as employees. 

AAIND thanks the Chair of this Subcommittee and other 
members of this Committee for their past support of the direct 
seller clarifying amendment. You are helping to preserve the 
entrepreneurial dream of newspaper distributors and carriers to 
own and independently operate their own small businesses. 

For all these reasons, AAIND strongly supports the 
clarifying amendment that newspaper distributors and carriers may 
qualify as "direct seller" independent contractors. 


Respectfully submitted. 


Clyde Northrop 
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TOPICS 


FROM THE DESK OF THE IRS OISTRICT OIRECTOR SEPTEMBER. 1994 


COHPLIAMCE POLICr 

The Service has tahea a nveher of faftlatives fa recent years to be 
aore responsive to taxpayers whi want to voluntarily resolve their 
coBplIance prohlees. Such Initiatives Include streaallned Install- 
nent agreenents, closing agreeabnts,' stapi Ifled offer-I.n-coaproelse 
procedures, and the lapTeaentatloa of the non-filer prograe. These 
Initiatives help taxpayers who want to coaply and arc In the best 
Interest of long tcre coeplfance and the United States Governeent. 

However, the Service does not Intend that their eorc responsive 
posture towards taxpayers who are trying to coeply be construed as a 
j(1gnal that appropriate eoforccaent actions should or will not be 
taken when clrcuastances warrant. 

IRS CoBuelssIoner Richardson clarified our compliance philosophy In her 
remarks before the meeting of the national Association of Enrolled ' 
Agents on August 2S. 1993. 

’An up-front approach to preventing coeplfance probleas Is the 
solution and I believe that the Internal Revenue Service's efforts In 
recent years to rethink our approach to enforcement programs have been 
correct. The concept of emphasising education and Information 
reporting to prevent noncompllance Is sound. However, some have mis- 
understood this new emphasis to mean we will forego enforcement 
programs, tet me be crystal clear and assure that this Is net the 
easel A tax system based on self-assessment would not be viable 
without strongelvll and criminal enfereement programs to ensure 
compliance,* 

Noneeaplfance adversely'affccts everyone; each taxpayer Is forced to 
pay a share it the taxes of those noncnapllant businesses and 
Individuals who do not pay their proper share. Roacomplf ant- 
businesses have direct, unwarranted and unfair competitive advantage 
oveK their compliance counterparts. Eaforceaent action will be taken 
promptly In accordance with Internal Revenue Manual guidelines against 
taxpayers who have not shown a good faith effort to coaply 
voluntarily. Timely actions In our Interventions with taxpayers Is a 
major factor In ensuring compliance. 
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St. Ptiil District T«* •• Topics 


The Service Is strongly comitted to the success of the Electronic 
Filing Progrea end Its continued growth. Sealnir topics will Include 
199S chenges, lOdOPC end Electronlc/Hagnetlc Media filing of business 
returns (940, 941, 1041, 1120-A(PC), SSOO series). In addition to the 
foreet above, which Is geared to the experienced filers, two seelnars 
will be specifically held for new fliers. The application process, 
shopping for software, equlpocnt needs, suitability, testing 
procedures, balance due, and direct deposit will be covered'ln a much 
greater detail, as well at the above subjects held for experienced 
fliers. All current applicants will autoaatlcally receive an 
Invitation, as well as anybody contacting our office asking to be 
placed on the mailing list. 


You will see «any changes this year with the prograo. The Service 
will begin a strong earkctlng approach to educating the public and 
encour/glng Individuals to ask for ‘Electronic Filing*. Soae 
alternatives Include filing froa your hoae coaputer, expansion at 
volunteer sites (VITA/TCEl. IRS offices, and eaployers offering this 
service to their eaployees. Due to aany pending changes. Including 
asynchronous or standard aodea filing, there will be no July update of 
Pub. 1345. Electronic Filing Handbook: Be sure to attend one of the 
scheduled sealnars to plan a successful year before the Deceaber 
revision Is distributed. For Inforaatlon about any of the above 
topics, you aay contact Michelle Benson, Olstrlet Electronic Filing 
Coordinator, at (612) 290-3379. 


Pate 


Tlae 


Location 


• Septeaber 27 

* Septeaber 27 
October 4 

•• October S 

October 6 
October 11 

October 13 
October 14 


6:30 • 11:00 a.a. 
12:00 - 3:00 p.a. 
9:00 - 11:30 a.a. 

9:00 > 12:00 noon 
8:00 a.a. • 1:00 p.a. 
9:00 • 11:30 a.a. 

9:00 • 11:30 a.a. 

9:00 • 11:30 a.a. 

9:.00 • 11:30 a.a. 


St. Paul Gal tier Plaza 
NR Dept.' of Revenue 61dg. 
Hennepin Tech. College 
Iroaklyn Park 
Horaaoda! e/Pentagon Park 
Exhibitors 

Duluth Technical College 
NH Rtverland Tech College 
Rochester 

St. Cloud Tech College 
South Central Tech 
Coll-ege - Mankato 


* For new participants 

•• For ae'w participants, exhibitors will also be present froa 
V:00'a.B. - 1:00 p.a. 


EMPLOTMEIfT STATUS REQUESTS 

The St. Paul District has received 4 nuaber .of reguests for a detcr- 
alnation of the eaployaent status of adult itewspaper carriers. These 
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St. Paul Ofstrlct Tax Topfcs 


earrtert: 

* were paid a specified aaount directly by the newspaper for each 
newspaper delivered, 

* were not involved in the collection process (the billin} and 
collection process was done through the newspaper office), 

* delivered the newspaper to the individual custoaers either by 
placing the newspaper in a newspaper holder near the custoaer's 
residence or by placing the newspaper near the front door of the 
custoaer (or a siailar place specified by the custoaer), 

* used their awn transportation to deliver the newspaper, and 

* did only a Halted aaount of work to prepare the newspaper for 
delivery, such as place the newspaper in a plastic bag, wrap it 
in a rubber band, or place advertising Inserts in certain issues 
of the newspaper. 

If the newspaper carrier aeets the above criteria, the Interna) 
Revenue Service has deterained that the carrier is an eaployee of the 
newspaper, as defined by Internal Revenue Code Section 3121(d)(Z). 
However, even though we have deterained that these delivery people are 
eaployees for the purpose of Federal taxes, the newspaper aay not be 
reguired to treat these carriers as eaployees because it has an 
exeaption from doing so under Section S30 of the Revenue Act of 
1979. Because of this exeaption, the newspaper is not required to 
withhold Federal Incoae tax or deduct Social Security Tax, and it is 
not required to issue a Fora H-I. Rather, it issues a Fora 1099.Misc. 
These eaployees should report their delivery incoae and related 
expenses as follows: 

1. Report the aaount shown in Box 7 of the Fora 1099-Hfsc. on 
Line 7 of the 1993 Fora 1040; 

2. Coaplete a Fora 4137 and report the eaployee's share of tht 
Social Security tax on line $0 of Fora 1040 (you need to alter 
this farm slightly - cross out ‘Tip Incoae* at the top of the 
fora and* write in •Rages*), and 

3. Claia any related delivery expenses on Fora 210C. Expenses 

' which are allowed after coapleting Fora 210< are transferred to 

Line 19 of the Schedule A and arc subject to a 21 Hattation 
based, on adjusted gross incoae. 

If you have any questions on how to coaplete the foras properly, 

please cal) our Taxpayer Servige Division at C44-7S15, toll free at 

l-SOO-829-1040 or toll free for hearing fapafred at 1-800>829-4059. 
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Chairman JOHNSON. Thank you very much. Your examples were 
very powerful. 

Mr. Phillips. 

STATEMENT OF LOCKWOOD PfflLLIPS, ASSOCIATE 

PUBLISHER, CARTERET COUNTY NEWS-TIMES, MOREHEAD 

CITY, NORTH CAROLINA, ON BEHALF OF THE NATIONAL 

NEWSPAPER ASSOCIATION 

Mr. Phillips. Thank you, Madam Chairman. 

I appreciate this opportunity to speak with you today, but reflect- 
ing on the remarks made just moments ago by Mr. Northrop, I 
must also confess to you that I am fearful of being here today 
because my presence in this hearing definitely raises my profile as 
a taxpayer. 

While I and my staff take great care to pay all taxes and classify 
our stEiff properly, the current case history of audits and compli- 
ance checks in the newspaper industry leads me to conclude that 
aggressive audits, similar to those details in my written reports to 
you, my written comments, and also, those of Mr. Northrop would 
be onerous and financially destructive to me and my business and 
my employees. 

In most cases, these arbitrary aggressive and harassing audits 
are requiring tens and hundreds and thousands of dollars to right, 
in spite of the historical precedence that independent contractors 
have served the newspaper industry, and it is interesting to note 
that section 530 provides safe harbor for independent contractor 
status applying to conditions existing since 1978. 

According to my records, we have been in the business of 
newspapering since approximately 1778. So, therefore, you would 
think that we would fall under the Safe Harbor Act of section 530. 
That does not seem to be the case, as detailed in my comments, but 
let me just digress for a moment and tell you who I am. 

I am the owner, along with my brother, of a triweekly, started 
as a weekly on the coast of North Carolina. It has grown from 5 
employees to 60 employees. It is a family enterprise begun by our 
parents. 

We have grown from 5 little merchants to 20 independent adult 
carriers. If we were to face the financial burden brought on by the 
demands and penalties being levied in our industry, we do not have 
a large enough experienced legal staff, such as those provided to 
the Washington Post or the New York Times, to fight such an audit 
or compliance check. We are a small newspaper providing local 
news, doing what larger papers have no interest in doing. We pay 
our taxes and file Form 1099 forms as required. We have neither 
the time, the money, or interest in avoiding our responsibilities by 
esoteric and imagined defilings. All we want to do is run a good 
newspaper, and in the process provide a voice and forum for our 
community, and through the circulation of our paper a chance for 
independent contractors and carriers to earn money. 

Carriers of country correspondence are the people that are mak- 
ing a living from our enterprise. Who are these independent con- 
tractors, you may ask. They are entrepreneurs. They are high 
school students. They are mothers who want to stay home with 
their children, but want to supplement their family income. They 
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are retirees who are bored and want something to do to get out of 
the house, to make contact with others, and they are the Roy 
Cannons of the world, who as a teenager contracted polio, perma- 
nently crippling him and making it almost impossible to get a job 
in a small coastal community like Morehead City. 

While he lacked the physiced skills to succeed in the normal busi- 
ness environment, he had the courage, spirit, and mental ability to 
start a route in an area not serviced by any of our carriers, creat- 
ing the single-largest route both geographically and in the number 
of customers served. 

We are a small enterprise. We are attempting to provide busi- 
ness for others. We are growing. We have no interest in avoiding 
our responsibilities or our taxes. All we are asking for is clear de- 
finitive steps for classif 3 nng our staff. 

As far as hiring independent contractors versus employees, we 
would much prefer to have employees especially in technical trades. 
They are people we would have control over and direction with. 

In the case of carriers, it makes good sense, common sense. They 
are working on an average of 9 hours a week. There is no reason 
for them to be employees. They couldn’t qualify as full-time 
employees. 

I would like to just conclude by saying that we believe that the 
Christensen bill, H.R. 1972, is an excellent starting point for re- 
solving our concerns. However, to resolve our current concerns, any 
legislation should solve the following three elements. 

We need to discuss the issue of compensation per piece per unit. 
While some carriers do contract on a commission basis, there are 
many others that are paid on a flat fee, significant new investment 
including equipment. A newspaper carrier’s investment usually in- 
cludes primarily their cars that enables them to do their job, be it 
a car or a bicycle. For a photographer, it is his or her photographic 
equipment and studio. 

Then, last, the requirement to have fixed facilities, we feel that 
to have a fixed facility is unreasonable and it is onerous and, in 
many instances, impossible, as was discussed in the previous panel. 

Thank you very much for listening to my comments. 

[The prepared statement and attachments follow:] 
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TESTIMONY OF LOCKWOOD PHILLIPS 
PUBLISHER OF THE CARTERET COUNTY NEWS-TIMES 
MOREHEAD CITY, NORTH CAROLINA 
ON BEHALF OF THE NATIONAL NEWSPAPER ASSOCIATION 
BEFORE THE HOUSE SUBCOMMITTEE ON OVERSIGHT 
JUNE 20, 1996 

Introduction 

I want to thank Chairman Nancy Johnson and other members of the House Ways and 
Means Subcommittee for Oversight for granting me the opportunity to present the community 
newspaper view of the indepei\dent contractor problem on behalf of the National Newspaper 
Association. I am the publisher and manager of the Carteret County News-Times, in Morehead 
City, North Carolina. I am also a member of the Board of Directors of the National Newspaper 
Association. 

The National Newspaper Association was established in 1 885 and has more than 4,000 
community newspapers as members. These include most of the weeklies and more than 
one-third of the daily newspapers in the country with a focus upon newspapers serving smaller 
markets and communities. Most of our 4,000 members utilize independent contractors to carry 
out tasks that cannot be handled by employees. These contractors include newspaper carriers, 
stringers, "country correspondents," photographers, and others whose work is developed upon an 
arms' length agreement with the publisher. The IRS is targeting newspapers in an effort to change 
the long-standing industry tradition of contractor work. 

At the outset, I want to stress to the Subcommittee that we are seeking to clarify what we 
believe is an already existing relationship. Our goal is not to reclassify employees as contractors 
any more than to reclassify contractors as employees. The issue is that a newspaper as a business 
in a local community, and an independent contractor as a local entrepreneur are each doing their 
best to follow the obscure common law 20-factor test and to demonstrate the validity of this 
industry tradition. Despite this, the IRS is still pursuing our industry with zeal. The IRS has not 
provided guidance and has instead pursued newspapers and sometimes the contractors 
themselves on a "gotcha" basis with virtually no bright line for us to follow. Our best option is to 
seek Congressional action to ensure the IRS has rules that are easy to follow and hard to 
misinterpret by local auditors. 

Independent Contractors in the Community Newspaper Business 

Allow me to first focus on the IRS's pursuit of newspaper carriers. Many Members of 
Congress probably had their start in business as newspaper carriers. The time honored "Junior 
Merchant " program lives on today. But today, newspaper carriers are more often adults. These 
adults, who are independent businesspersons, are being unfairly targeted by the IRS. The typical 
newspaper carrier is a classic entrepreneur — a business person -- not an employee. He or she 
operates as a business, delivers newspapers on route by contract, files taxes as a business and 
offers services to a variety of customers. However, the carrier business is threatened by rampant 
and subjective IRS enforcement. As Daniel Webster said before the Supreme Court in 1819, "An 
unlimited power to tax necessarily involves the power to destroy." McCulloch v. Maryland . 4 
Wheaton 316(1819). 

There are other independent contractors utilized by community newspapers. These 
contractors include writers who serve as stringers or freelancers, sometimes called "country 
correspondents." A country correspondent can be invaluable to a small town. Due to economic 
factors, several small towns may be covered by a single newspaper. The residents of each of the 
small towns around us want to read about local events, so the closest newspaper will seek out a 
local correspondent who lives in that community to cover local events and who is plugged into 
the heart of that community. The country correspondent or stringer is usually compensated on a 
per piece basis, or per story basis- not at an hourly rate. If there is no news, the stringer doesn't 
work and the paper doesn't carry an unneeded expense. 

Newspapers also will contract with photographers. Photographers in a local community 
may do wedding portraits, cover local news events, and may offer their services to a variety of 
customers. Again, a newspaper will compensate the photographer on a per piece or per 



252 


photograph basis. There are also other independent contractors such as cartoonists, who may 
serve as free-lance artists for a variety of customers in a small community, and various delivery 
or production-related workers, such as desktop publishers who prefer to work at home and do 
layout on a contract basis. 

It is important to understand that these individuals are entrepreneurs who are not 
interested in a typical, nine-to-five job working for one employer. They want their independence, 
they want the ability to set their own hours. Some may have family needs to consider or may be 
retired and are supplementing their retirement income. Others, by the very nature of their duties 
cannot work for a single employer such as the carrier who delivers several competing products. 

We applaud the Subcommittee's efforts to find a solution to a problem that affects nearly 
every small business in America and is of vital importance to our members. We would like to 
work with your Subcommittee to find a resolution to the tangled web of IRS interpretations and 
regulations regarding the definition of an independent contractor and make it clear what the IRS 
chooses not to see: that the typical independent contractor is a classic entrepreneur -- a business 
person - not an employee. 

We also wish to stress the importance and value of the small newspaper that may often be 
the only information provider for America's heartland. Many community newspapers are 
operating on the thin edge of financial survival. Layers of subjective interpretations and 
burdensome regulations issued by the IRS regarding independent contractor status will force 
these important independent voices of America’s local community into silence. 


Community Newspapers and the Small Town 

Allow me to elaborate. In a small town like Morehead City, North Carolina, where I am 
from, contractors are vital to the economy and to the financial strength of local newspapers. 

These are small communities where everyone knows each other by their first name. 
Imagine you live in a house in the middle of a small town. You may receive your community 
weekly delivered by one carrier, a community daily by another carrier, and a weekly shopper by 
another, and even a metropolitan daily from a nearby city or the Wall Street Journal by still 
another. You also may occasionally get flowers and dry cleaning delivered by someone else. 
Delivery services make small town life possible, but more importantly, they offer a livelihood to 
its citizens. Many times there are no large companies offering full-time employment, so you 
yourself work part-time at the local bookstore, you fix chimneys and deliver wood during the 
winter, and you take pictures of local events and sell them to the local daily paper for extra 
money. You may even deliver the Saturday edition. You enjoy living in your small town for the 
sense of community and the peaceful surroundings. You have made the choice not to seek 
fortune and fame in a large city. You enjoy the independence of running your own business and 
you get by, just as many of the small businesses in your town do. 

Suddenly, you face a hefty IRS assessment for failing to pay income taxes. The IRS has 
decided your business isn't really a business and wants you to pay for multiple sins on your tax 
form. How will you pay? How will this affect your local newspaper since it cannot rely on you 
to deliver its Saturday edition anymore? The newspaper can also face heavy fines and penalties 
" perhaps heavy enough to drive it out of business. What will happen to your community 
without its newspaper? 

IRS Actions Against Newspapers 

Let me give you some examples. Recently, the IRS targeted a newspaper carrier, a man 
at the end of his working career, with an audit of his business expenses. He was assessed nearly 
$ 1 0,000 in back taxes for the previous three years, a period when the IRS claimed that the carrier 
was an employee and that certain expenses were not deductible. Yet the newspaper he delivered, 
Rochester Post Bulletin (MN), had written contracts and followed not only what it thought were 
IRS rules, but was careful to avoid exercising control over delivery. It appropriately filed 1 099's 
for the carriers as the IRS requires. It treated the carriers in all instances as contractors. The IRS 
denied the independent contractor status because, among other things, it found that some 
subscribers pay for their subscriptions at the office, rather than directly to the carrier. 
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Despite the fact that the carrier was clearly compensated on a contract basis and behaved 
in all respects as an independent business, the IRS chose (o see an employee there and 
determined the payment arrangement overrode the other factors. Newspapers frequently have Pay 
in Advance (PIA) systems, or permit payments to be mailed to the company directly, but carriers 
are still paid on a per-piece basis or on a flat-rate basis, not by a salary or hourly wage. These 
carriers operate in true independent fashion. Many in fact deliver a daily paper and then go out 
again to deliver a competing weekly, something no employee could do. 

Another example comes out of Washington, Pennsylvania. In 1993, the controller of the 
morning Observer Reporter received a call from an IRS agent stating the paper's federal 
employment tax returns, Forms 940 and 941, had been assigned to him for review. In a 
follow-up letter, he asked the controller to provide photocopies of the following documents for 
the tax year 1992: form 1 120; Forms W-2, W-2C, W-3, W-3C, W-4, and UC2; contracts between 
businesses and independent contractors; Forms 941, 1099, 1096; invoices from independent 
contractors; general-ledger pages; cash-disbursements journal; form 1099 payment journal; and 
canceled checks. 

The newspaper's controller and general manager met with the IRS agent for several hours. 
Before leaving, the agent told them he was going to classify 50 motor carriers as employees. In 
the past several years, the newspaper's top managers, accountants, and tax lawyers have spent 
hundreds of hours struggling with its outcome. Last year, the IRS appeals officer presented the 
newspaper with a bill for $60,000 for one year and promised it a "safe harbor." As I am sure the 
Subcommittee knows, the "safe harbor" generally speaking, since i am not a lawyer, grants the 
newspaper an exemption from employment taxes if the newspaper has a "reasonable basis" for 
doing so. A reasonable basis includes a "long-standing practice of a significant segment of the 
industry," such as newspaper carriers. A $60,000 harbor is a pretty costly one, something most 
community newspapers could never afford. The matter is still unresolved after three years. The 
publisher of the newspaper has detailed his impression of this experience in a letter to the 
Subcommittee, which I attach to my written testimony. 

A third example comes from yet another newspaper in Minnesota, which asked not to be 
named, as its carrier has been intimidated by the IRS. In this case, the carrier was delivering not 
only a daily newspaper and a weekly newspaper, but materials for a local bank. He was 
following the rules, he thought, and the newspapers thought they were also following the rules. 

Yet his contractor status was denied, and he was ordered to pay $3,000 in back taxes. Among 
the grounds of denial was the assertion that he did not participate in the making of the product he 
was delivering. Presumably, the IRS believes a contractor who delivers cake for a bakery must 
also bake the cake. We find this example absurd - particularly after we learned the person's 
status as an independent contractor for the bank was allowed, even as his status as a paper carrier 
was denied. We can only assume he was not printing the money he delivered. You can 
understand why we believe we are being targeted. 

There are many such examples that are a result of the IRS 's subjective rules on the 
differences between an independent contractor and an employee, applied arbitrarily. Even the 
IRS admits it can draw no bright line between a contractor and an employee. If the taxing agency 
cannot explain the rules, how can a common citizen follow them? 

Currently, the IRS follows a 20-factor test based on common law to determine whether a 
company exercises sufficient control over a service provider to establish an employee-employer 
relationship. 

Now I am not going to take up your time to list these factors, but let’s just say they have 
led to uneven enforcement, at best. Are these separate factors? Are they to be taken as a whole? 
Does an IRS agent pick and choose which factor to apply? A small business is required to hire a 
team of attorneys and accountants to figure out the safest approach in dealing with contractors. I 
don't know of any small business that can afford to do this. Despite a plethora of seminars and 
workshops to help us as newspaper publishers to figure out what we must do, many of us live in 
fear of the IRS's power to destroy. What has happened to the time-honored test of lack of control 
which served this legal question well until recent years? One supposed saving clause is the "safe 
harbor," but even it comes at a price, as our Pennsylvania colleague found. And it is often a 
mixed blessing, leading to unanticipated effects in the business. 
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Even with this safe harbor, the IRS is still pursuing newspapers. As one newspaper 
attorney said, "It's very simple. They (IRS) adopt a scorched earth policy. They’ve never met an 
independent contractor -- they’re all employees.” Our experts tell us that in about nine out of 1 0 
cases, the IRS finds persons classified as independent contractors should be reclassified as 
employees. Since about 90% of all daily newspapers and many weekly newspapers use 
independent contractors to sell or distribute newspapers to home delivery subscribers, it makes a 
fat target for the IRS. 

Has the IRS made any attempt to rectify this situation? Last year, Margaret Milner 
Richardson, the Commissioner^of the Internal Revenue Service, testifying before the House 
Committee on Small Business, said that the IRS plans to develop training materials for the IRS 
examiners handling worker classification issues that emphasize that using independent 
contractors can be a legitimate business practice that will not be challenged by the IRS. 

When the first draft of "guidelines" was released, it was over 100 pages long. How is a 
small newspaper publisher supposed to take time out to try to figure out if he/she is in 
compliance if the IRS itself needs over 100+ pages to do so? We are also dismayed at the IRS’s 
attempts to settle claims after threatening costly litigation despite the fact that the accused 
taxpayer may have been following the IRS’s own decision in a previous audit. The cost of 
defense is so imposing that settlements are often cheaper - and that is what the agency intends to 
convey, I believe. 


Congress Needs To Take Immediate Action 

Congress has not taken significant action to resolve this problem since 1978. 
Additionally, as far as I understand it, the safe harbor. Section 530, was enacted to provide 
temporary relief until Congress came up with a new test for independent contractors. But as I’ve 
stated, even the safe harbor is being chipped away by the IRS. 

There are several legislative proposals before Congress at this time. Regardless of the 
specifics of these proposals, we believe it is time for Congress to take control of the situation and 
make certain the IRS is objective and fair in its actions against small businesses. A clear test for 
independent contractor status will go far in this respect. 

We believe the Christensen bill, H.R. 1 972, is an excellent starting point for resolving 
our concerns. It properly begins to define that all-important bright line to resolve the current 
uncertainty, discourage rampant harassment of taxpayers and recognize the legitimacy of 
independent contractors. However, to resolve our concerns, any legislative solution needs to have 
the following three key elements: 

1 . Compensation per piece or per unit: While some carrier contractors may be paid on a 
commission basis, most are paid on a flat fee basis or on a per piece basis. We are concerned 
about covering this method of compensation in the bill. 

2. Significant investment includes equipment: A newspaper carrier's significant investment -- the 
very tool that enables him to do his job - is his vehicle. For a photographer, it is his/her 
photographic equipment and studio, for the correspondent, it may be their computer. From these 
viewpoints, such investments are very significant and legislation should recognize its 
significance. The significance of an investment should be measured against the contractor's 
capacity, not by an arbitrary measurement. 

3. No need for a fixed facility: The criterion for maintaining "a principal place of business" 
would be a problem for many delivery people, especially since the IRS has ruled that the 
newspaper’s delivery area belongs to that newspaper. Their place of business is their car, in most 
cases, and there is no need for any more fixed facility. 

These key elements are present in S. 1610, the independent contractor bill introduced by 
Senator Don Nickles and Senator Christopher Bond. NNA fully endorses S. 1610 as a good 
solution. 
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We would like to emphasize that newspapers typically are zealous in complying with IRS 
rules as we traditionally understood them. Writing good contracts, filing 1099 forms and 
adhering to the rules of control have been the subject of many training sessions for newspapers. 
Encouraging contractors to develop other business — particularly delivery business — is 
something that is almost second nature. 

We are diligent taxpayers. In fact, the newspaper business is one of the largest taxpayers, 
collectively, of any industry in the United States. In this case, we are simply being harassed, and 
even more sadly, our carriers are being harassed. Hie community newspaper and its contractors 
are among those least able to withstand the grueling test of litigation the IRS often forces upon 
us. As I mentioned earlier, the community newspaper often operates on thin margins. Ours are 
not the fat cats of the industry. The papers are usually owner-operated and they face many of the 
same threats of extinction facing the family farm. Litigation threatens the newspaper's survival 
and the survival of the community's only independent voice. 

Conclusion 

We applaud the Subcommittee for its efforts in taking on a terribly important problem. 
The National Newspaper Association looks forward to working with you to further develop the 
legislation to bring clarity to what is now a very confusing and threatening situation. We want 
to make plain what the IRS chooses not to see: that the typical independent contractor is a classic 
entrepreneur, a business person, not an employee. Contractors are critical to community 
newspapers and their customers. It is not an exaggeration to say they hold together small 
communities like Morehead City, North Carolina together. Thank you. 
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CeSBHVER PUBLISHING TOMPANY 

60 urH MAIN Stlieci • WASHINCtON. ACNNSVt. VANIA ISlOt 
^HONfiS AMA 419 WAtHfHOtON 9»-990e -WArHCSSUAO 


Reporter 

SCRVINa WASHINOTOW AMO oreemc area 


June 17, 1996 
House Mays ana Means' 
Subconmlttee on Oversight 
Chairman, Nancy Johnson 


As r wrote last July to the House Conmittec on Small Business’ 
Subcommittee on Taxation and Finance, " The 1993 audit of 
independent contractors was unlike any audit we have had before.” 
In the year that has ensued, I haven't changed my opinion. 

As the issue drags into its third year, there’s every 
indication we will be left with the alternative of accepting an 
unsatisfactory resolution costing "only" $ 20,000 in attorney’s 
fees ; or, face a six figure legal bill defending what has been a 
basic industry practice that, in our opinion, clearly meets the 20 
point test for determining independent contractor status. 

It's not unlike the protection racket except the payoff isn’t 
money. It's blind obedience to whim, fancy and internal and 
external politics, of the Internal Eexrenue Service. The penalty, of 
course, is possible fines, penalties, interest and back taxes; 
expensive legal fees; and/or harassment and continual 
vulnerability. l call it wrestling the gorilla. 

Let me Insert that I have been in this business for over *0 
years and ray family in it for 94. Our relations with the IRG, both 
corporately and privately, have never been acrimonious or without 
mutual respect. The 1993 independent contractor audit, apparently 
a part of a nation wide attack on small businesses, was the 
converse of that. 

Point by point: 

1. Although we provided extensive documentation and records 
about our independent contractors, the auditing agent spent a 
surprising short time in our office, it was obvious he had 
predetermined his audit. 

2. Subsequent meetings with our staff and our own auditors re 
inforced this first impression. The 20 point test, including 
industry practice, was no longer applicable. 

3 . The auditor declared that if we sought section 530 relief 
based on a prior audit we would have to admit that everyone 
Involved was an employe. The IRS since then has done an about face. 
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4 . We were told that the service might write letters to our 
independent contractors informing them that the service considers 
them employes. 

5. It was hinted that our independent drivers might be 
audited. Ne provide them with a 1099, by the way. 

6 . Subsequent discussions with other publishers who were 
targeted revealed similar patterns. 

Obviously the service doesn't have to concern itself with 
customer relations, sensitivity, fair practices, respect, and so 
forth. Regulations chat apply to bill collecting in the private 
sector obviously don't apply here, though it is difficult to 
understand why not. 

That's about it., Thanks for reading and listening. 



co-publisher 
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June 18, 1996 


MyHeraid 


Tlie Hbnoisbie Nao^ Johnson wwa e haumann, httidn< 

Chaiiwomaii, Suboommittee on Oversigbt 

Ways and Means Committee 

House of Rqu'eseotativea 

Washington, D.C. 20SIS 

Dear Chairwoman Johnson: 

I understand your conmiittee is reviewing tlie impact of IRS treatment of independent 
contractors on small busmess, and I want the committee to be aware of our experience. 
It is an example of bureaucratic lulemaldng harshness and inconsistency that could 
threaten the existence of one of a dwindling number of family-owned newspapers left in 
the United States. 

Several yean ago we decided to convert our delivery synem from youth to adult carri- 
ers. The two metropolitan dailies we compete with use adults, and tb^ were able to de- 
liver to their customers an hour or more befiare our papers arrived. To deliver at a com- 
petitive hour, we needed to use adults. 

We are frunily-owned, and wc chose not to fire our youth carriers. Rather, we replaced 
them with adults as the youths left their routes. For more than a year, we operat^ two 
delivery systems, at great expense, simply out of loyalty to our youth carriers. 

Because we exercised heavy control over the interim adult earners, we did not believe 
they qualified under the IRS 20-factors test. Therefore, we treated these intciim carriers 
as employeesi Once the conversion was completed, we im'tiated contracts similar to 
those used througlhout the newspaper industry, and we treated the carriers as independ- 
ent contractors. 

Despite our carefully designed contract, the IRS agent who visited us in 1994 deter- 
mined that our carriers efid not qualify on “status” as independent contractors. He indi- 
cated other newspapers treating carrien in an identical fashion would be given Section 
.*>30 relief However, because we had treated the imerim carrier force as employees, he 
said we did not quafify fiw that form of rdief either. If we bad brazenly misclassified our 
interim carriers as independent contractors, we now would have a “pass” fi-ora the IRS! 


inc. 
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ThcHotionibleNaiicy Johnson -June 18, 1996-Psge2 


For tzyiiig to do the right thing, we must be punished. And punished: 

The agent as.y!ssed us for taxes on the amounts paid to the interim carriers. He next im- 
posed a 10 percent fine for “foiture to deposit.” He added a 20 percent penalty daiming 
we had acted in reckless disregard of our tax liability, despite tte fict that wc had filed 
1099 forms on aB these individuals. In ali he assessed us $5.6 miBion for two tax years. 

We simp^ cannot afford to pay an assessment Bice that, and we cannot afford on an on- 
going basis to operate with employee carriers when our huge metropolitan competitors 
are allowed to treat their carriers as iadependent contraaors. 

Our IRS appeals olBcer has been unwiUing to concede either on status or on Section 530 
relief Our only c^ons appear to be to setfie or take the U.S. government to court. We 
believe the IRS is counting on the exposure ofSS.6 million to scare us into a settlement 
that wiB place us at a permanent competitive disadvantage. 

We are pleased the subcommittee is considering legislation to lectiiy situations such as 
this; the IRS dearly needs to be brought uodm' decent controL We believe the approach 
that win address nir proUem, and best meet the newspaper industry’s need, is the Senate 
version, S. 1610. 


Sincerely, 



Danid E. Bauniaim 
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Chairman JOHNSON. Thank you for your comments. 

Leonard Doctor, president of the National Association of State 
Farm Agents. 

STATEMENT OF LEONARD DOCTOR, PRESIDENT, NATIONAL 
ASSOCIATION OF STATE FARM AGENTS 

Mr. Doctor. Madam Chairman and Members of the Subcommit- 
tee, which Mr. — oh, we have more than one now. OK. Thank you 
for the opportunity to appear before you today to discuss the 
independent contractor issue. 

My name is Leonard Doctor. I am president of the National 
Association of State Farm Agents, NASFA, and vice president of 
the Coalition of Exclusive Agent Associations, CEAA. 

NASFA is a 23-year-old national organization which represents 
State Farm Insurance exclusive agents across the country. The 
CEAA is a national umbrella association made up of member asso- 
ciations which represent agents of State Farm, American Family, 
Farm Bureau, Minnesota MSI, Nationwide, and Allstate. These 
member associations draw their individual agent memberships 
from over 60,000 captive, exclusive, multi-line agents who serve 
over 65 percent of America’s personalized insurance needs. 

We are here today to support the efforts of Congressman 
Christensen and others to simplify the tax treatment of independ- 
ent contractors, but also, to raise a critical issue which needs to be 
addressed in any such legislative initiative, including Congressman 
Christensen’s bill, H.R. 1972. 

We firmly believe that any legislation in this area should support 
the self-evident axiom that independent contractors be treated as 
truly independent. H.R. 1972 and other similar legislation must be 
changed to make clear that it will not allow businesses to exercise 
employee-like controls over agents or other independent contractors 
nor create other tax opportunities for control. 

While these businesses at the same time treat service providers 
as independent contractors for Federal tax purposes, H.R. 1972 
would make it easier for businesses to classify workers as inde- 
pendent contractors for tax purposes. 

Importantly, however, these bills that are currently drafted may 
result in significant adverse non-tax consequences for exclusive 
insurance agents and others. 

Under these bills, a worker can be classified as an independent 
contractor by meeting three simple tests, including a test which 
would require a written contract stipulating that the worker will 
not be treated as an employee for tax purposes. Once met, section 
530 relief and the 20-factor test become moot. 

In the case of exclusive insurance agents, these tests could be 
met and classification as an independent contractor would occur 
merely by showing that agents eu-e: One, paid primarily on a com- 
mission basis; two, pay fair market rent for their facilities; and 
three, have a written contract that provides that agents will not be 
treated as employees for tax purposes. 

By making it so easy to meet the independent contractor tax 
standard, H.R. 1972 would allow businesses to impose additional 
significant non-tax employee-like controls on workers without run- 
ning afoul of the tax laws. For example, businesses could put man- 
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dates in time, place, and method of business operations, and exer- 
cise controls over daily business operations, all without violating 
the tax standard. 

Clearly, these unilateral controls would negatively impact the 
independence of agents throughout the country. Exclusive insur- 
ance agents support the intent of H.R. 1972 to simplify tax treat- 
ment of independent contractors, but once change is made to treat 
independent contractors as truly independent for their business op- 
erations, the bill should make clear that it will not allow busi- 
nesses to exercise employee-like controls over exclusive agents or 
other independent contractors, nor create other non-tax opportuni- 
ties for control over such service providers while at the same time 
enjoying favorable treatment under the Tax Code. This simple goal 
can be accomplished by amending the written contract test of H.R. 
1972 to require that a worker be guaranteed independence and not 
be treated as an employee for all purposes, both tax and non-tax 
purposes. This change will recognize the true independence of 
exclusive insurance agents. 

In conclusion, we support the efforts of Congressman Christensen 
and others to simplify the tax treatment of independent contrac- 
tors, but urge Congress to modify H.R. 1972 to ensure that inde- 
pendent contractors remain truly independent for both tax and 
non-tax puimoses. 

Both NASFA and CEAA stand ready to work with you, Mrs. 
Johnson, Mr. Kleczka, Mr. Hancock, the Members of this 
Subcommittee and your staffs to ensure fair treatment of exclusive 
agents, and I thank you for giving me the opportunity to be here 
today and to express our views on this important bill. 

[The prepared statement follows:] 
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STATEMENT OF 
LEONARD DOCTOR 
OF 

THE NATIONAL ASSOCIATION OF STATE FARM AGENTS 

’ Madame Chairwoman, Members of the Subcommittee, thank you for the 
opportunity to appear before you today to discuss the independent contractor issue. 
My name is Lot Doctor. I am President of the National Association of State Faim 
Agents (NASFA) and Executive Vice President of the Coalition of Exclusive Agent 
Associations (CEAA). 

NASFA is a 23 year old National organization which represents State Farm 
Insurance exclusive agents across the country. The CEAA is a National umbrella 
associaticm made up of tttember associations which represent agents of State Farm, 
American Family, Farm Bureau, Minnesota MSI, Nationwide, and Allstate. These 
member associations draw their individual agent membership from over 60,000 
captive, exclusive, multi-line agents who serve over 6S% of America's personal 
lines insurance needs. 


I. EXECUTIVE SUMMARY 

We are here today to support the efforts of Congressman Christensen and 
others to simplify the tax treatment of independent contractors but also to raise a 
critical issue which needs to be addressed in any such legislative initiative, 
including Congressman Christensen's bill, H.R. 1972. We firmly believe that any 
legislation in this area should support the self-evident axiom that "independent 
contractors" be treated as truly independent. H.R. 1972 and other similar 
legislation must be changed to make clear that it will not allow businesses to 
exercise "employee-like" controls over agents or other independent contractors, nor 
create other ncm-tax opportunities for control; while these businesses at the same 
time treat such service providers as independent contractors for Federal tax 
purposes. 


n. BACKGROUND 

Most "exclusive agents' support being treated as independent contractors for 
tax and other purposes. At present, this tax treatment is achieved under the 
"Section 530" safe harbor and die "20 factor test." Please note that this treatment 
is separate and apart from the special statutory exceptions for the life insurance 
salesforce currently existing under Section 3121(d) of the Internal Revenue Code. 

The Section 530 safe harbor was intended to provide relief to service 
recipients if they have a reasonable basis for their classification of a service 
provider as an independent contractor. Without this safe harbor, the "20 factor 
test" would apply to determine if a service provider should be treated as an 
independent contractor for Federal tax purposes. To the extent "employee-like" 
controls are imposed, treatment of service providers as independent contractors for 
Federal tax purposes is jeopardized. This has the result of maintaining practical 
independence for service providers who are intended to be treated as "independent 
contractors" for Federal tax purposes. Such service providers, thus, remain tmlv 
independent for both tax and non-tax purposes. 
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ni. H.R. 1972 AND SIMILAR LEGISLATIVE EFFORTS 

H.R. 1972 on the House side, and S. 1610 on the Senate side, would make 
it easier for businesses to classify workers as independent contractors for tax 
purposes. Importantly, however, these bills as currently drafted may result in 
si piiflcant adverse non-tax consequences for exclusive insurance agents and others. 

Under these bills, a worker can be classified as an independmt contractor by 
meeting three simple tests, including a test which would require a written contract 
stipulating that the worker will not be treated as an employee for tax purposes. 
Once met. Section 530 relief and the "20 factor test" become irrelevant. 

In the case of exclusive insuraiKe agents these tests could be met and 
classification as an independent contractor would occur merely by showing that 
agoits are; (1) paid primarily on a commission basis; (2) pay fair market tent for 
their facilities; and (3) have a written contract that provides that the agents will not 
be treated as employees for tax purposes. 

While easier classification as an independent contractor for tax purposes is 
desirable, it can have unintended non-tax consequences. By making it so easy to 
meet the independent contractor tax standard, H.R. 1972 would allow businesses 
to impose additional significant non-tax "employee-like" controls on workers 
without tunning afoul of the tax laws. Importantly, for example, businesses could 
put mandates on time, place and method of business operations; and exercise 
controls over daily business operations; all without violating the tax standard. 
Clearly, these unilateral controls would negatively impact the independence of 
agents throughout the country. 

Exclusive insurance agents support the intent of H.R. 1972 to simplify tax 
treatment of independent contractors, but want changes nrade to treat independent 
contractors as truly independent in their business operations. The bill should make 
clear that it wilt not allow businesses to exercise "employee-like" controls over 
exclusive agents or other independent contractors, nor create other non-tax 
opportunities for control over such service providers, while at the same time 
enjoying favorable treatment under the tax code. 

This simple goal can be accomplished by amending the written contract test 
of H.R. 1972 to require that "a worker will be guaranteed independence and not be 
treated as an employee for all purposes (both tax and non-tax purposes)." This 
change will recognize the true independence of exclusive insurance agents. 

IV. CONCLUSION 

We support the efforts of Congressman Christensen and others to simplify 
the tax treatment of independent contractors but urge Congress to modify H.R. 
1972 and other similar legislation to ensure that "independent contractors" are tmlv 
indenendent for both tax and non-tax purposes. 

It has been an honor and privilege to be here this morning. Both NASFA 
and CEAA stand ready to work with you, Ms. Johnson, Mr. Matsui, Mr. 
Christensen, the members of this Committee, and your staffs to ensure fair 
treatment of exclusive agents. I will be pleased to answer any questions you may 
wish to ask. 
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Chairman JOHNSON. Thank you very much for your comments, 
and my thanks to the panel. 

Mr. Hancock. 

Mr. Hancock. Thank you. 

I would just like to make one comment on especially the news- 
paper industry. I remember when the Saturday Evening Post was 
delivered by grade-school kids. I do not guess now under the inde- 
pendent contractor and all of the other rules and regulations they 
could even do that even if they wanted to, but I do not guess there 
is anybody on the panel who is old enough to remember that. 

One question I have, Mr. Pyles, you mentioned your organization 
is Coalition for Fair Worker Classification. 

Mr. Pyles. That is correct. 

Mr. Hancock. Could you furnish the Subcommittee with some of 
the members of your organization? 

Mr. Pyles. I would be glad to furnish you a list of all of the 
members, but I can just tell you it is about evenly split between 
the employer groups and employee groups. I can tell you about my 
association, that is, as a member. It is an association of small com- 
panies, very small companies — some just have a single office — and 
some of the largest staffing and home health companies in the 
country. Other associations that are members have employers of 
various sizes and some employee groups as well, but it is the only 
coalition that I know of that cuts across large and small employers 
and employers and employees. 

Mr. Hancock. I would appreciate that information, if you would 
provide that to the Committee. 

Mr. Pyles. I would be glad to get it to you. 

[The following was subsequently received:] 



1996 Member List 


Auto Driveaway Company 

Chicago, Illinois 

Building Service Contractors 
Association International 
Fairfax, Virginia 

Carpentry Industry Partnership 
Norwalk, Connecticut 

Fred Codding, Esq. 

Fairfax, Virginia 

Harry L. Thomas, Inc. 

Stamford, Connecticut 

Home Health Services and 
Staffing Association 
Alexandria, Virginia 

Institute of the Ironworking Industry 

Washington, D.C. 

International Brotherhood of 
Teamsters 

Washington, D.C. 

International Union of 
Operating Engineers 

Washington, D.C. 


Naperville Chauffering, Ltd. 

Naperville, Illinois 

National Alliance for Fair Contracting 

Washington, D.C, 20001 

National Constructors Association 
Washington, D C. 

National Technical 
Services Association 
Alexandria, Virginia 

Painters & Allied Trades 

Washington, D C. 

Service Employees 
International Union 

Washington, D C 

Unions for the Performing Arts 

New York, New York 

US Cargo and Courier Service 

Columbus, Ohio 

United Brotherhood of 
Carpenters and Joiners 
Washington, D C. 


Metropolitan Limousine 

Chicago, Illinois 
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Mr. Hancock. Thank you. 

Chairman Johnson. Mr. Kleczka. 

Mr. Kleczka. Thank you. Madam Chairman. 

We got off on a discussion on the last panel of types of independ- 
ent contractors, and we used the example of the CPA, Ms. Horton 
who was with us, who charged $150 an hour for her firm’s work, 
not necessarily for her own, and then also, the computer person 
who comes into a small business or any business, and since we are 
moving into that age very rapidly of massive consulting, those are 
not the independent contractors that are causing a problem. 

In fact, I was a small business person myself. There was no rea- 
son I should have a full-time CPA accountant on staff. So, he would 
do the books on a monthly basis and do the taxes, and that is not 
what is causing the problem today. 

Let me ask you, Mr. Pfotenhauer, how many drivers did you say 
you had with your firm? 82,000? 

Mr. Pfotenhauer. 82,000. 

Mr. Kleczka. Wow. Now, what would be the effect on your oper- 
ation should the Christensen bill pass, which is not a possibility, 
but nevertheless, as an example, what would happen? 

Mr. Pfotenhauer. I think you would find that it would be easier 
to start a company using independent contractors in our industry 
sector, and it might become possible to shift from an employee- 
based work force to a work force using independent contractors. 

What you would have in that situation is a market that is ex- 
traordinarily competitive, and one in which the margins are thin. 
You would have a number of competitors who would make use of 
independent contractor. 

Mr. Kleczka. High-labor intensity. 

Mr. Pfotenhauer. High-labor intensity. You would have com- 
petitors who had a very real cost advantage, probably in the area 
of about a 50-percent cost advantage when it came to their labor. 

As you will recall, labor is about 60 percent of our overall cost, 
which puts it at around $13 to $14 billion a year. 

Mr. Kleczka. We were told by previous testimony that there is 
no cost savings between an independent contractor and an em- 
ployee. What is your reaction to that? I will ask Mr. Pyles, also. 

Mr. Pfotenhauer. It seems to me that the answer has already 
been provided, if I have heard correctly, because we are talking al- 
ways about different industry sectors, and if we were to recommend 
anything, it would be that we become very industry-specific in look- 
ing at these issues. 

We need to have a process set up by which we can address the 
issues of independent contracting, its impact on a specific industry 
sector, in a very open and constructive way. 

I think that you would find that different industries would have 
different stories to tell. 

Mr. Kleczka. Mr. Pyles. 

Mr. Pyles. I think the clearest indication of whether or not there 
is an advantage is just to look at who is supporting the bill, and 
look at who is providing what testimony. 

It is employers who want to reclassify workers, and I can just tell 
you from the standpoint of the Coalition that our employer associa- 
tion that it is a part of, various estimates have been given to me 
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that the cost of doing business through employees versus independ- 
ent contractors is a differential of about 30 percent in overhead cost 
of collecting the taxes, of pa 5 dng the taxes, doing the withholding, 
providing the benefits, and complying with all of the requirements 
that go with a worker, a worker being classified as an employee. 
Our companies feel like they understand the law. The IRS has 
been absolutely consistent in making interpretations in our area, 
and I have yet to hear anyone who has had a problem with the IRS 
on this tell us whether or not they bothered to ask how their work- 
ers should be classified. 

The IRS in our experience has been extremely forthcoming with 
information, and you can get an instant determining from them as 
to whether any particular class of worker under current law should 
be classified as an employee or independent contractor. Certainly, 
the law is ambiguous and needs to be clarified, but there are ways 
to avoid being blind-sided, and even a small business ought to avail 
themselves of it. 

Mr. Kleczka. One of the questions I asked the Treasury rep- 
resentative, the Assistant Secretary for Tax Policy, was whether or 
not they look at sector practices in groups. 

Let us take UPS for an example. You have competitors in the 
field. Let us say there are five, off the top of my head, and all of 
your competitors have employees, and you issue each employee a 
truck, a uniform, benefits, and all of a sudden, package deliverer 
No. 6 comes on board, does uniforms, trucks, but also calls them 
independent contractors. I would think, and you can respond, that 
should be taken into the mix and somehow looked at when this 
judgment is being made. 

Mr. Pfotenhauer. Very much so. I think that you would have 
to go back in and look at what has happened in the industry over 
the past 20 years and look at new entrants in the industry, and 
keep in mind, that your goal is to neither advantage nor disadvan- 
tage a competitor with a law that is put forward out of this body. 
That retrospective view would be very helpful. 

Mr. Kleczka. Mr. Doctor, I am still trying to get clear on your 
testimony. I assume that independent insurance agents are today 
classified as independent contractors. 

Mr. Doctor. The exclusive agents are termed, exclusive agents 
being primarily captive to one company, as independent contrac- 
tors. Yes, that is correct. 

Mr. Kleczka. Is there a problem with IRS in trying to reclassify 
those workers? 

Mr. Doctor. No. 

Mr. Kleczka. You are supporting the Christensen bill, I assume, 
from what you have said, and I am thinking that for your employee 
group, you do not need any help from Christensen. You are doing 
fine on your own. 

Mr. Doctor. That is right. We do not need any help from him, 
and in fact, if his bill went through as is, it would strip away the 
protection that we have had for all of these years. 

The 20-factor test has been a protective layer for us, and under 
the new simpler test, that would allow the companies to be in a po- 
sition to take control of our time, place, and manner of doing busi- 
ness, our whole business operation. 
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Mr. Kleczka. So, you currently have a problem with your treat- 
ment as independent contractors. However, if the Christensen bill 
did pass in its current form, that would pose a problem. 

Mr. Doctor. Yes, it would. 

Mr. Kleczka. So, are you still for the Christensen bill? 

Mr. Doctor. If we could have it amended, as I said in my talk 
here, if we could amend it to include tax and nontax purposes, we 
would take a much harder look at it, yes. 

Mr. Kleczka. One of your comments was you do not want to be 
treated as employees for tax purposes. Is that accurate? 

Mr. Doctor. We are — no, we do not want to be treated as em- 
ployees in any manner. 

Mr. Kleczka. OK, but you did mention tax purposes specifically. 
Is there additional liability if you are treated as an employee ver- 
sus an independent contractor? The FICA tax would be the same. 

Mr. Doctor. Additional liability to us if we were an employee? 

Mr. Kleczka. For tax purposes, what is the difference between 
being treated as an employee? 

Mr. Doctor. We would actually pay less. We would pay more in 
taxes as an independent contractor than we would as an employee. 
The respective companies, I doubt would want to pick up the 50 to 
60 percent overhead that we pay. They appear to be going in the 
direction. The Christensen bill would allow them to keep the in 
connection facade or title while opening up the control factor to 
them to treat us as employees legally under the new law that 
would pass. 

Mr. Kleczka. Your problem is the control aspect. 

Mr. Doctor. Yes. 

Mr. Kleczka. OK. Thank you very much. 

Chairman JOHNSON. Thank you. 

Mr. Pyles, it appears that you are mostly concerned with inten- 
tional reclassification of workers and inappropriate classification of 
workers, but wouldn’t you agree that where there is a long history 
of independent contractor status and where it seems rational that 
those compemies, those independent contractors ought to have some 
protection under the law? 

Mr. Pyles. Before I auiswer, let me just say I would like to sec- 
ond Mr. Hoyer’s comments about your thoughtfulness, and cer- 
tainly in the home health area, it has been very much appreciated. 
I am glad you are working on this issue. 

As far as longstanding practice in an industry, there is a safe 
harbor there right now that does provide a safety valve for long- 
standing industry practice. The problem, though, is that section 
530, as been used as a weapon by those who seek to gain a com- 
petitive advantage in the marketplace. 

What we are seeing is that it is being abused not in the areas 
where there has been some longstanding practice. I am not aware 
of any case where the IRS has refused to acknowledge some long- 
standing practice. There might be one, but I haven’t seen it. 

Chairman JOHNSON. Actually, there are a lot. I mean, this is one 
of the things we are concerned about. 

Mr. Pyles. OK. If that is true, then the IRS is disobeying the 
law, it’s just that simple, and the courts, apparently. If that law 
has not been upheld in courts, then the courts have not been rec- 
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ognizing the law, but there are remedies. There are rights there, 
and there are remedies currently on the books for that, but where 
the abuse occurs is where a company gets a prior audit, for exam- 
ple, and then intentionally, can intentionally stand on a soap box 
in Times Square and say I am purposefully and intentionally 
misclassifying my workers and you cannot lay a glove on me. 

Chairman JOHNSON. Yes, I appreciate that, and we did have 
some very good testimony about how we need to fine tune that. 

Mr. Pyles. Well, that and also 

Chairman JOHNSON. But you do not object to the underlying con- 
cept of section 530 that does provide some certainty to industries 
that have long used an independent contractor structure? 

Mr. Pyles. I am sorry. What was your question? 

Chairman JOHNSON. That you do not object to — in other words, 
one of the problems in this area of the law is that you have govern- 
ment coming back into it. I mean, the newspaper carriers are a 
perfect example. You traditionally have done business this way. 

We had a lot of testimony from people who lay cable. The cable- 
laying business has always been an independent contractor 
business. 

So, one of the goals of section 530 was to protect people from the 
government arbitrarily going in for their own purposes, and partly 
because when they go in, they go in with much more power than 
any individual has to respond to that, and we just have had end- 
less stories about that. 

Mr. Pyles. That happens in almost any area of the law. It hap- 
pens certainly in the health area, but I can tell you I think you 
have to back up one step. I think you have to back up and look at 
what is the fundamental premise of the distinction between em- 
ployees and independent contractors in not only the tax law, but 
every law that has made such a distinction. The one element 
throughout the entire 200-year history of this country has been 
right to control. 

If there is an industry that has been in existence a long time and 
absolutely the employers control every single nuance of what that 
employee does, then you would think the industry doing business 
in the area and having to apply this principle, and they must have 
had to apply it in many circumstances, would have some knowledge 
of a 200-year-old principle. 

Now, I suppose I have some sympathy if they haven’t been inves- 
tigated and penalized by the IRS in 200 years as with the news- 
paper industry down here, but I have to say that the law does re- 
quire this distinction to be made on the basis of control, and at 
least that element in the law has been pretty consistent. 

So, you might want to go back now and change the law, but if 
you do go back and change this law to take control as an element 
out as of the distinction between employee and independent con- 
tractor, then you are putting the tax laws completely out of step 
with every other law that has ever tried to distinguish between em- 
ployees and independent contractors. 

Chairman JOHNSON. I appreciate your concern about the issue of 
control I do not think it is as simple as taking it out because, for 
example, the whole purpose of section 530 is to say people have al- 
ways done it this way. Carriers have always worked for a news- 
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paper. If a newspaper wants their newspapers delivered three 
times a day instead of once a day, they do it, wouldn’t you agree? 

So, they do have control. Nonetheless, the history of this industry 
is 

Mr. Pyles. Well, I think the issue is how do you craft a rule that 
you can apply across all industries because it is not always easy 
to distinguish between industries. 

Chairman JOHNSON. Well, of course, that has been a fundamen- 
tal problem. 

Mr. Pyles. I personally represent mostly business, mostly em- 
ployers, and what employers wsmt more than anything is consist- 
ency. They want to know what the rules are. I mean, they would 
like to have less rules, but they want to know what the rules are. 

Chairman JOHNSON. That is absolutely true. Absolutely. 

Mr. Pyles. I think we would agree, everyone agrees we need 
clearer rules here, but I think if you have a rule here where you 
distinguish between employers and independent contractors based 
on control, then you need to apply it consistently. It needs to apply 
to the newspaper industiy. It needs to apply to the trucking indus- 
try. It needs to apply to the health industry. 

[The following was subsequently received:] 
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Home Health Services & Staffing Association 



Established in 1978 


Jama C. Pylo, Coumd 

Powers, Pyles, Sutter & Verville, PC 
1275 Pennsylvania Avenue, NW - 3rd Floor 
Washington, DC 20004-2404 

ph: (202) 466-6550 

fint: (202) 785-1756 


July 9, 1996 


Congresswoman Nancy L. Johnson 
Chairman, Subcommittee on Oversight 
House Ways and Means Committee 
1102 Longworth Building 
Washington, D.C. 20515-6348 

Re: Hearing on Worker Classification Issues 

Dear Chairman Johnson: 

At the June 20 hearing on Worker Classification, you asked me a question for 
which time did not permit a complete answer. You correctly noted that the association I 
represent is principally concerned with the intentional abuse of the employment 
classification laws, and particularly § 530, by those who seek an competitive advantage 
over law-abiding companies. Tr. at 191. 

You asked me, however, whether I thought some protection should be made 
available to companies that have a long history of treating workers as independent 
contractors. Tr. at 191-193. My response was that § 630 currently offers protection for 
longstanding industry practice but that the public policy analysis must start one step 
earlier. Tr. at 193. 

The first question must be "What is the fundamental concept for distinguishing 
between employees and independent contractors?" If it is "right to control the means 
and method of performing the work" as it has been throughout the 200-year history of 
this country, then that criterion should be applied consistently. 

If exceptions are to be granted, they should be granted sparingly, and the 
burden of obtaining an exception should be on the one seeking it. Otherwise, the 
exceptions will be used as a weapon by those who seek to gain a competitive 
advantage, and the law will slide into arbitrary enforcement, as has been the effect of § 
530. 



It would not seem to be sound public policy to provide that a company could 
successfully defend its misclassification of workers on the grounds that it had done so 
for many years. This approach would send the message that if you violate the law 
often enough, long enough, you can get away with it. 

Thus, the question for Congressman Gilchrest's bus company and for 
Congressman Moyer's newspaper is, did they control the means and method by which 
the jobs were performed? If so, the next question should be, what basis did they have 
for concluding that the workers were properly classified as independent contractors, 
given the extent of the control? If it is determined that they found the law unclear, what 
efforts did they make to obtain clarification? 

In the absence of this type of analysis. Congress ignores the interests of the bus 
company that might have lost the county contract because it treated its drivers as 
employees. It also ignores the interests of the drivers who may have lost their health 
insurance, retirement, and other fringe benefits when they were reclassified without 
their consent. 

The current state of the law is untenable because it is ambiguous and § 530 
prevents the IRS from clarifying it. Based on past history, it is unlikely that Congress 
will be able to draft criteria that equitably and reliably distinguish between employees 
and independent contractors. Accordingly, we recommend that Congress repeal the 
§ 530 ban on clarifying regulations, circumscribe the IRS' authority to issue such 
regulations, require the IRS to clarify the law through a rule making in which the entire 
public can participate and the IRS can bring its technical expertise to bear, and phase 
out the § 530 safe harbors once the law has been clarified. 

We appreciated the opportunity to testify and look fonvard to working with you to 
resolve this difficult issue. 


Sincerely, 
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Chairman JOHNSON. Of course, the problem is that if control 
hasn’t been the key issue over decades, is it in society’s interest to 
make it the key issue now? One of the points of section 530 is to 
recognize that the same criteria does not necessarily exist across 
the board. 

It is just like many of you have made the argument that inde- 
pendent contractors put you at a competitive disadvantage, and 
yet, today we have had good testimony that independent contrac- 
tors get paid more than some employees, and both are true. 

Mr. Pyles. Two different issues, yes. 'IVo different comments. 

Chairman Johnson. Both are true. 

Mr. Pyles. Right, both are true. 

Chairman Johnson. So, you cannot write a law based on the 
assumption that independent contractors are solely a way to lower 
labor cost because that isn’t true. Independent contractors are often 
a way to get expertise, and they have nothing to do with lowering 
labor cost. 

So, we do have to be careful that we do not proceed to reform 
this area of the law with any single, simplistic concern as our 
guide, and we will table our proposal in such a way that we hope 
everybody who has taken the time and effort to be here and to give 
us their thoughts will have a chance to comment. 

Now, clearly, it is not going to satisfy everybody. It is not going 
to be a bright line. This is a difficult area. Common sense tells you 
that common law in this area is not easy, but we do hope to be able 
to offer some clarifications and some clearer structure that will give 
the majority of those who are affected by this sector of the Code 
greater confidence and a greater protection and a greater security, 
and I personally hope that we can prevent problems like that from 
developing in the school district of Maryland because that kind of 
action on the part of the government is destabilizing to both the 
economy and to the society in a way that seems to have very little 
net economic benefit and very little net public value in the sense 
that we are not going to collect a lot more money and it is not 
going to be a lot fairer. 

So, we want to look at all of those groups that aren’t reporting 
at all, how do we make this a better, fairer, and more consistent 
system, and we thank you for your input today. Thank you. 

Chairman Johnson. The meeting stands adjourned. 

[Whereupon, at 3:43 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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SUBMITTED STATEMENT OF THE 
AMERICAN FEDERATION OF LABOR AND 
CONGRESS OF INDUSTRIAL ORGANIZATIONS 
TO THE SUBCOMMITTEE ON OVERSIGHT OF THE 
HOUSE COMMITTEE ON WAYS AND MEANS ON H.R. 1972 AND H.R. 582 

July 22» 1996 


The American Federation of Labor and Congress of Industrial Organizations (AFL-CIO) 
appreciates this opportunity to present its views on H.R. 1972 and H.R. 582; Section 530 of the 
Revenue Act of 1978; and the principles that should guide any legislative effort to clarify the 
distinction between “employees” and “independent contractors” for federal tax purposes. The 
AFL-CIO approaches this issue from a longstanding conviction that the tax laws’ current 
treatment of employee classification is untenably imprecise and subject to employer 
manipulation and other abuses; and that the influence of tax code principles on federal 
employment law statutes warrants considerable care in any legislative response. 

The Problems Under Current Law 

Section 530(b) of the Revenue Act of 1978, PL 95-600, currently precludes the issuance 
of regulations or revenue rulings regarding the “employment status of any individual for 
purposes of the employment taxes” governed by the Internal Revenue Code until Congress 
enacts a statute clarifying that status. Section 530 was originally enacted as a one-year, 
temporary measure while Congress devised a permanent solution to the employee-independent 
contractor issue. Instead, Congress has failed to achieve one and Section 530 has been extended 
indefinitely, and so for 1 8 years now has tied the hands of the Department of Treasury, including 
the Internal Revenue Service, in providing guidance to taxpayers other than in private letter 
rulings that lack precedential force. 

This unwise legislative restraint has persisted despite the significant changes that have 
marked the American workplace durii^ this period. There has been a fundamental evolution in 
the relationships between enterprises for which services are performed — that is, “employers” in a 
broad and non-statutory-speciric sense — on the one hand, and those who provide these services - 
- “employees,” again in a broad and non-statutory-specific sense — on the other hand. Part-time, 
temporary, contractual and other “contingent” Jobs have exploded in number. Many of these 
positions did not exist in 1978; but an overwhelming number are simply new arrangements for 
the same work that both the law and common sense ordinarily considered to be performed in the 
relation of employer and employee. 

For purposes of both the Internal Revenue Code and other statutes that regulate 
workplace relations, important legal consequences depend upon whether jobholders are defined 
as employees or independent contractors. Increasingly, woriiers are classified — usually at the 
behest of enterprises for which services are performed — as independent contractors. There are 
now construction industry companies that treat every one of the craftpersons who perform work 
for them as an independent contractor; taxi companies that “discharge” all their drivers and then 
require that they lease their cabs for a week at a time if they wish to continue to work, now as 
independent contractors; offices that “lay off” executives and other personnel and then contract 
for their services as “consultants,” again with the independent contractor label; and even 
agricultural employers that call the migrant farmworkers who pick their produce independent 
contractors, despite the fact that these workers are as completely dependent upon these 
employers for their livelihoods as they were when they were “employees.” 

The minimal changes such reclassifications bring in the actual, day-to-day relationships 
between enterprises and job performers stands sharply contrasts with the radically different 
treatment accorded them by the tax code and federal employee protection laws. In most respects 
these laws make it cheaper and administratively simpler for enterprises to classify employees as 
independent contractors. These are powerful incentives that more and more employers choose 
not to resist. Unfortunately, the expense resulting from this definitional sleight of hand is borne 
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by the U.S. Treasury in the form of lost revenue* and by the workers and their families in the 
form of higher costs, economic insecurity and foregone benefits and legal protections. 

Under the tax laws, which the proposed bills would affect most directly, the independent 
contractor-employee distinction governs whether enterprises must withhold income tax, withhold 
and pay Social Security and Medicare contributions, and pay federal and state unemployment 
taxes; businesses must do so for employees, but not for independent contractors. Independent 
contractors, but not employees, are fully responsible for the calculation and payment of federal 
income tax, Social Security and Medicare contributions, and they may deduct from their income 
certain business expenses not available to employees — all burdens not easily carried, particularly 
by misclassified workers who are not skilled or professional persons. 

The adverse impact of erroneous and intentional misclassification of employees as 
independent contractors on revenue collection and tax code administration is severe. In 1990 the 
House Government Operations Committee issued a report estimating that the misclassification of 
workers under the federal tax laws results in annual revenue losses in the billions of dollars.' 
Meanwhile, from 1979 to 1994 the number of annual IRS audits of employment tax returns 
declined by SSVo. Yet a 1 984 IRS audit focusing on employee misclassification determined that 
nearly 15% of employers misclassified employees as independent contractors.^ The IRS survey 
found that when employers classified workers as employees, the employers reported more than 
99% of their wage and salary income, but when they classified workers as independent 
contractors, only 77% of gross income was reported, and only 29% was reported when the 
appropriate IRS form (Form 1099) was filed. 

The adverse consequences under national employee protection laws of misclassification 
as independent contractors are equally, if not more, troubling. Virtually all federal statutes that 
protect workers — including the National Labor Relations Act, the Fair Labor Standards Act, the 
Occupational Safety and Health Act, the Civil Rights Act, the Americans with Disabilities Act 
and many more - protect employees, not independent contractors. State laws that provide 
additional workplace protections, such as workers' compensation statutes, also usually apply 
only to the employer-employee relationship. And the same is true under other basic worker 
protection statutory arrangements under which federal and state law complement each other, such 
as unemployment insurance laws. In short, the employee-independent contractor distinction can 
make all the difference to those performing the work. 

Additionally, employee benefits such as health insurance and pension plans are 
customarily provided by employers, if at all, only to employees, and when employers reclassify 
their employees as independent contractors these coverages ordinarily terminate. These workers 
must then — usually with no increase in actual take home-pay — finance such coverage 
themselves; but this is often an impossible task by reason of expense, complexity or both. The 
resulting social costs are heavy on these workers, their families and society. And a related 
problem arises under the Employee Retirement Income Security Act requirement concerning 
coverage of all employees where a pension plan is adopted; that rule is subject to evasion by 
misclassification. 


Principles to Guide j L-Ctfislaii\e Solution 

Because the federal tax code so poteniK mihienco how employers structure their 
business operations and their relations with tho-c pr.>v iJe services to them, the AFL-CIO 


' House Committee on Government Ofn.-T.iii.-nN, ! a \ Administration Problems 
Involving Independent Contractors,” H.R. Rep. 1 (list Cong., 2d Sess. (1990). This 

report in turn was based on three studies by the General .\ccounting Office. 

^ Internal Revenue Service, Strategic Initiative on Withholding Non-Compliance 
(SVC-1) Employer Survey Report of Findings (June 1989). 
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believes that only legislative action can fix the misclassification mess. 

Since the Supreme Court’s decision in Nationwide Mutual Insurance Company v.. 

Darden. 503 U.S. 318 (1992), the common law distinction between employee and independent 
contractor has been understood to apply under every federal statute that uses the term “employ” 
(or a variation of it) without defining this term. But pressing this common law distinction into 
such broad statutory service has failed for several reasons. 

First, the common law distinction was developed primarily to determine the 
circumstances in which a business would be held vicariously liable for injuries caused by 
individuals performing work on its behalf. Consistent with that purpose, the common law test 
turns principally upon factors relevant to an enterprise’s ability to direct or control the individual 
performing services for it. But as Judge Frank Easterbrook of the United States Court of Appeals 
for the Seventh Circuit has noted, while this emphasis upon direction and control makes sense in 
the vicarious liability context, it should not necessarily govern elsewhere. Secretary of Labor v. 
Lauritzen . 835 F.2d 1539, 1544 (7th Cir. 1987) (Easterbrook, J., concurring). 

As Judge Easterbrook observed, where the question is “who is answerable for a wrong 
(and therefore, indirectly, to determine who must take care to prevent injuries),” the emphasis on 
direction and control is appropriate because that approach focuses upon “[who] is in the best 
position to determine what care is appropriate, to take that care, or to spread the risk of loss.” 

But “[t]he reasons for blocking vicarious liability at a particular point [may] have nothing to do 
with the functions of’ the various federal statutory schemes into which the common law concept 
has been incorporated. Id* 

For example, the federal withholding and Social Security and Medicare tax schemes are 
primarily concerned with collecting revenue due to die government. While so-called 
“independent contractors” are themselves liable for paying their income and FICA (but not 
federal or state unemployment) taxes, the practical consequence of creating incentives for 
businesses to treat workers as “independent contractors” and placing a compliance obligation on 
individuals who are not well-equipped to shoulder that burden is to drive more and more of these 
individuals into the underground economy, and to make it more and more difficult for the 
government to ascertain compliance with the tax laws. It is surely relevant, in devising and 
administering a federal tax collection enforcement scheme, that businesses ordinarily can easier 
undertake to withhold income taxes and pay part of the FICA tax than can individual workers 
who are classified as independent contractors. Fairly defining work relationships in a manner 
that enhances reporting and collection of taxes lessens the likelihood of taxpayer compliance 
problems and removes opportunities for out-and-out evasion of tax obligations. The common 
law, tort-oriented approach to this issue, of course, takes none of these considerations into 
account. 

Second, in spelling out the common law distinction, the courts and agencies have tended 
toward standards that are both complex and subjective. For example, the IRS guideline 
(Revenue Ruling 87-41) enumerates 20 relevant “factors” ranging from how the individual is 
trained to how the individual is paid to whether the individual works on or off the employer’s 
premises. In any given situation these factors will almost always pull in more than one direction, 
although most of them are certainly relevant to ascertaining the actual nature of an employment 
relationship. But the IRS test assigns no weight to any factor, and the absence of a unifying 
theme or principle results in their highly subjective and uncertain application. 

Indeed, the IRS standard easily lends itself to manipulation by businesses seeking to 
minimize their tax burden. The business can set up the relationship with its workers so as to 
meet a substantial number of the criteria for independent contractor status — by altering, for 
example, the mode of pay, work hours, or degree of direct supervision of job performance - and 
do so without varying the underlying realities of entrepreneurial control, capital investment and 
economic dependence. 

In light of these grave problems with the current criteria for determining employee status 
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and of the broad-ranging impact of the misclassification problem, the AFL-CIO believes that 
Congress should abandon the common law test for distinguishing “employee” from “independent 
contractor” status for determining tax obligations and, indeed, for all purposes unrelated to the 
tort liability analysis function for which that test was created. At the very least Congress must 
adopt a simpler and more consistent approach than the 20-factor test that Congress has 
effectively mandated due to Section 530. And any such approach must continue to be national in 
scope. 


In recent years, several federal and state courts, applying employee protective statutes, 
have articulated a standard that focuses not on direction and control considerations, but on 
considerations related to the working person’s economic dependence on the enterprise that 
purchases his or her services. The ultimate question to be answered under such standards is 
whether the job performer is a discrete, economically independent enterprise, or a provider of 
services operating within another’s enterprise. A standard directed toward this end would stress 
factors such as opportunity for profit and loss; investment in equipment or materials; partnership 
or other economic association with others; degree of continuity of the relationship; liability for 
task completion; and whether the service rendered is an integral part of the employer’s business. 

These factors are considered in federal and state cases applying the Fair Labor Standards 
Act and workers’ compensation laws, and also appear in the “statutory employee” standards of 
26 U.S.C. § 3121(d)(3), which provides that individuals performing certain services are 
employees as long as they personally perform the services, have no substantial investment in 
facilities other than transportation, and have a continuing relationship with the business, 
irrespective of other common law factors. 

Such factors go to the core of the relationship between the business and the service 
provider. They address matters that are directly connected to the question whether or not an 
individual is a discrete economic enterprise, and they raise fewer and less subjective 
considerations than the 20-factor test that has proven so inadequate. 

To this extent the AFL-CIO agrees with the conclusion of the 1995 White House 
Conference on Small Business that “realistic and consistent guidelines” must govern the 
employee-independent contractor issue. We are pleased that the Treasury Department, as 
reflected in the statement to this committee on June 20, 1996, by Acting Assistant Secretary for 
Tax Policy Donald C. Lubick, also supports scrapping the 20-factor test, although the AFL-CIO 
and the Treasury Department may diverge regarding the standard that most appropriately would 
replace it. 

In the AFL-CIO’s view, any statutory definition should contain a presumption in favor of 
a determination that a work relationship is that of employer and employee unless the worker’s 
status satisfies a relatively rigorous definition of independent contractor status. Although we are 
not prepared now to propose an alternative formula, the FLSA and workers’ compensation 
experience suggest the proper direction. We commend in particular to the Committee’s review 
the enactments of the legislatures of Minnesota and Wisconsin, N^ch have defined independent 
contractors for purposes of their respective workers’ compensation laws, requiring that, for 
purposes of satisfying an independent contractor definition, individuals satisfy each of nine 
specified elements. See Wis. Stat. § 102.07(b); 1996 Minn. Statutes 1995 Supplement 
§ 176.042.3 


3 These statutes define an independent contractor as one who: 

(1) Maintains a separate business with the independent contractor’s 
own office, equipment, materials and other facilities; 

(2) Holds or has applied for a federal employer identification 
number; 
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Because the reclassification of workers from employees to independent contractors often 
results in less cost to the employer, the existence of vague and manipulable standards provides a 
potent temptation to employers to gain a competitive advantage by going the independent 
contractor route, while punishing employers who act in good faith and behave in accordance with 
ordinary and responsible norms by classifying those they employ as the employees they are. 

Section j3Q of the Re venue Act of 1 978 

The AFL-CIO also recommends that the so-called “safe harbor” provisions of Section 
530 be abandoned. Section 530 fosters tax treatment and tax benefits on the basis of 
happenstance by permitting employers to treat a worker as an independent contractor for 
employment tax purposes (albeit not for income tax purposes) regardless of the person's actual 
status under the common law test if the employer has consistently treated the individual as an 
independent contractor for tax purposes, unless the employer “had no reasonable basis for not 
treating such individual as an employee.” Section 530(aXl)- In order to satisfy this standard, 
Section 530 permits the employer to continue treating an individual as an independent contractor 
so long as it relied on judicial precedent, published rulings or IRS advice; underwent an IRS 
audit that resulted in no employment tax assessment for similarly situated individuals; there is a 
longstanding recognized practice of such classification in the employer’s industry; or there exists 
some other reasonable basis. 

In the AFL-CIO’s view, it is long past time to treat all businesses in the same manner and 
end the patchwork of tax compliance that Section 530 preserves. Because Section 530's safe 
harbor rules were never intended to be permanent provisions, their distortions of the tax code and 
employer practices have simply become more extreme and unjustifiable over time. Nothing 
short of repeal will restore uniformity and equity to this critical aspect of our tax laws. We 
cannot continue to treat persons as non-employees who, all concede, are employees merely 
because they satisfy what was intended as a stop-gap excei^on to the tax code, but which has 
now persisted for 18 years without any principled basis. 

We recognize that in H.R. 3448, the Small Business Job Protection Act of 1996, the 
Senate recently passed an amendment to Section 530 that would partially tighten it by limiting 
the safe harbor audits to those that actually examine the classification of employees for 


(3) Operates under contracts to perform ^}ecific services or work 
for specific amounts of money and under which the independent 
contractor controls the means of performing the services or work; 

(4) Incurs the main expenses related to the service or work that the 
independent contract performs under contract; 

(5) Is responsible for the satisfactory completion of work or 
services that the independent contracts to perform and is liable for 
a failure to complete the woric or service; 

(6) Receives compensation for work or service performed under a 
contract on a commission or per-job or competitive bid basis and 
not on any other basis; 

(7) May realize a profit or suffer a li>ss under contracts to perform 
work or service; 

(8) Has continuing or recurring business liabilities or obligations; 
and 

(9) The success or failure of the independent contractor’s business 
depends on the relationship of business receipts to expenditures. 
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employment tax purposes. But in addition to that somewhat salutary change, H.R. 3448 takes 
several steps backward. 

First, it provides that the industry practice safe harbor may be satisfied by a showing that 
not more than 25% of the industry is so engaged. But application of this threshold, even if it 
were determinable as a practical matter in a particular instance, could be highly inappropriate. 
And it could reflect widespread industry misclassification, thereby making lawlessness the 
justification for its own perpetuation. 

Second, H.R. 3448 provides that the longstanding industry practice may not be required 
to have lasted for more than ten years’ duration. This limitation too can only tilt in favor of a 
finding of independent contractor status and is ^ain insensitive to variations among different 
sectors of the economy. 

Third, H.R. 3448 provides that in applying any of the safe harbor factors, the burden of 
proof shifts from the business to the IRS once the business establishes a prima facie case that it 
was reasonable not to treat an individual as an employee for tax purposes and the business has 
cooperated with reasonable requests from the Treasury Department. We perceive no justification 
for putting the onus on the Treasury Department rather than on the employer for the latter to 
secure its preferred classification. 

Fourth, H.R. 3488 provides that the Section 530 safe harbors are available regardless of 
whether the individual involved is otherwise an employee. This provision’s only £q>parent 
purpose is to enable an employer to enjoy Section 530 benefits without risking coverage by non- 
tax laws that protect “employees.” The tax code should not afford employers a safe harbor that 
serves no tax-related purpose. 

Finally, in another apparent attempt at tightening these requirements, H.R. 3448 requires 
a written agreement between the enterprise and the individual stating that the individual will not 
be treated as an employee for tax purposes. But such a requirement could be easily met where 
classification abuse occurs, since the inequality of bargaining power between employer and 
worker renders this a matter largely of form rather than substance. Also, this requirement hardly 
provides useful notice to employees; most workers already understand the basic difference 
between paychecks that are subject to federal and state mandated withholdings and those that are 
paid in lump sum without them. 


We now turn to the two bills under consideration. 

Independent Contractor T ax Simplification Act of 1995. H.R. 1R72 

The AFL-CIO agrees wth the stated purposes of H.R. 1972, namely, to simplify the tax 
rules and create “fair and objective rules for determining who is an employee and who is an 
independent contractor.” Unfortunately, H.R. 1972's attempt to update and rationalize these 
definitions for employment tax purposes falls short of what is necessary to address the problems 
we have identified. 

H.R. 1972 creates a menu of indicia for independent contractor status, directing that a so- 
called “service provider” shall not be treated as an “employee” (and so, although the bill does not 
use the phrase, will be considered an “independent contractor”) so long as there is a written 
contract so stating, and so long as the service provider satisfies at least one factor on each of two 
lists of alternatives. 

As we have just described in connection with H.R. 3448, the requirement of a wntten 
contract has little practical value. As for the menu, the options that need to be satisfied in order 
to secure independent contractor status are so limited that H.R. 1972 will make it easier than it is 
under current law for an employer to structure its employment relationships so as to produce 
independent contractors in its work force. For example, the first group of factors, in bill section 
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351 1(b)(1), requires that the worker have “a significant investment in assets and/or training.” 

The term “significant” is undefined and easily susceptible to imaginative readings. So then, a 
worker who has gone through an apprenticeship program, taken some relevant community 
college courses, or majored in a particular subject in college might qualify under the training 
factor, and a worker who owns a vehicle or tools that are used in the course of his or her work 
might satisfy the “assets” criterion. 

Among the second group of factors, in section 351 1(c)(1)(B), is one requiring that the 
worker “does not primarily provide the service in the service recipient’s place of business.” The 
phrase “place of business” is undefined, so any company that performs its services on the 
premises of customers could easily qualify under this description. Other matchings hrom the two 
menus in H.R. 3448 likewise produce combinations that are insuificiently demanding for a 
determination of independent contractor status, despite the important tax and other consequences 
of that classification. 

We recognize that H.R. 1972 attempts to address a major deficiency in our tax laws by 
seeking to replace the current framework with a simpler and more comprehensible approach. But 
we submit that it fails to provide a definition that will achieve the necessary goals of simplicity, 
clarity, fairness and non-susceptibility to manipulation and evasion. Accordingly, the AFL-CIO 
oppose this bill. 

The Independent Contractor Tax Fa irness Act of 1995. H.R. 582 

Like H.R. 1972, H R. 582 requires a written agreement, but one that specifies more detail 
about the nature of the services to be provided, the accounting for those services and the tax 
consequences of the arrangement. While this version is better, again it may be easily satisfied by 
an unscrupulous employer. 

H.R. 582 also would grant non-employee (independent contractor) status if, in addition to 
such an agreement, aax of four factors were present, namely: (a) potential for realization of profit 
or loss; (b) maintenance of separate principal place of business; (c) making services available to 
the general public; or (d) receiving payment on a commi.ssion basis. The statute then elaborates 
how each of these alternatives may be satisfied. 

Again, the AFL-CIO does not believe that these minimal standards will present much of a 
problem to an employer intent on achieving the manipulation that the law must be crafted to 
prevent. We are also concerned that H.R. 582 postpones to a later day a final legislative 
resolution of this issue by requiring the Secretary of the Treasury to propose within 180 days of 
enactment legislation that specifies objectively measurable criteria for determining whether a 
worker is an employee or an independent contractor for federal tax pur]x>ses. Of special concern 
is the bill’s directive that such proposed legislation allow employers maximum latitude in 
determining worker classification. Again, that is precisely the opposite of what should be the 
case. 


H.R. 582 is also deficient in that it would largely preserve Section 530. And this bill 
includes some revisions like those in H.R. 3448 -- tor example, the 25% limit on the requisite 
industry practice — that would worsen Section 530. although it would strengthen the audit safe 
harbor in a more stringent manner than would UK I ^73 But, again. Section 530 should be 
repealed, not tinkered with. Accordingly, the .\l 1 t K ) «*pposes H.R. 582 as well. 

Conclusion 

The AFL-CIO favors a legislative effor. i. » ? c». 1 1 1 v the deeply flawed treatment of the 
employee - independent contractor distinction under the liucmal Revenue Code. Because so 
much is at stake in any legislative solution, we urge that C ongress approach this matter with 
considerable deliberation and a clear understanding of ihc practical consequences that will 
ensue. These consequences may include a direct impact by a revised tax code on judicial 
treatment of the employee-independent contractor distinction under cunent employee protection 
laws. For these reasons we urge that any legislation that treats these issues be presented in a 
free-standing bill, and not simply attached to greater and unrelated legislation, such as a 
reconciliation bill, that the Congress might feel constrained to pass regardless of what other 
legislation adorns it. 
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STATEMENT OF JOSEPH M. HARRISON 
ON BEHALF OF 

THE AMERICAN MOVERS CONFERENCE 


My name is Joseph M. Harrison. I am President of the American Movers 
Conference (AMC.) This statement is submitted on behalf of nearly 3,000 
household goods movers who are members of AMC. AMC is affiliated with the 
American Trucking Associations (ATAI and supports ATA in their statement to the 
Committee. AMC is the principal national trade association for the household goods 
moving industry, representing movers before Federal and State legislative and 
regulatory bodies. AMC members include small local moving companies often 
affiliated with a van line, independent van lines with regional or national markets, 
and national van lines with an agency network. In turn, these companies contract 
with van operators to drive, load and deliver household goods. Many of these van 
operators are treated as and have been deemed to be independent contractors. 

AMC urges the Committee to consider five issues before proceeding with 
independent contractor legislation: 

• Section 530 has worked well for many taxpayers, particularly small businesses 
and should therefore not be eroded in the guise of a "small business fix", 

• the 20-factor common law test is often arbitrary, but the Market Segment 
Understanding |MSU) method can be cumbersome and time consuming and 
therefore will not prove to be a panacea for either the IRS or business, 

• the compliance with government regulations should not cause workers to be 
reclassified, 

• the IRS has recently developed some new directions and should be encouraged 
to continue their efforts but should not be allowed to proceed with regulations 
and 

• withholding for independent contractors should not be imposed as a solution. 
Section 530 Should Not be Eroded 

Section 530 "audit protection" Is crucial to the moving industry as well as to many 
other industries. It is also part of the problem. Section 630 is not itself completely 
objective and disagreements about its application and availability have caused a 
good portion of the current controversies. AMC believes some of the modifications 
to Section 530 proposed by the Senate Finance Committee will prove helpful to 
small business. 

AMC does not support the changes proposed by the Finance Committee to the prior 
audit safe harbor. An audit is a time-consuming and expensive proposition for small 
businesses. Without an internal accounting and legal staff, small moving companies 
must rely on outside auditors and attorneys during an IRS audit. This safe harbor 
was designed to protect businesses from repeated audits. Although this change 
would only apply prospectively, it could create a situation whereby small businesses 
could be subjected to repeat audits. To erode the notion of audit protection is to 
potentially open up the small companies to added expense and less clarity. Many 
AMC members have come to rely on the prior audit safe harbor and AMC believes it 
should be retained intact. 

AMC does support the clarifications to Section 530 regarding long-standing industry 
practice. The Senate Finance Committee would specifically allow a long-standing 
industry practice if it had been in place for 10 years. AMC believes that this change 
will assist both the taxpayer and the IRS in defining this safe harbor. 

Finally, AMC is concerned about the effect the written agreement requirement may 
have on other industries. Moving companies rely heavily on written agreements 
which are also necessitated by other Federal regulations. However, without a fact- 
finding opportunity it is difficult to assess the effect this change will have on other 
small companies in other industries. 
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The Market Segment Understanding (MSU) Program and the 
20-Factor Common Law Test 

Because of their extensive use of independent contractors, movers have long been 
subject to IRS employment audits. Many of AMC's members have found the audit 
process and the use of the 20-factor common law test to be a long, costly and 
arbitrary process. Since so many moving companies are small businesses, this 
process has necessitated the use of outside attorneys and auditors. Only after 
incurring substantial expenses can AMC members come away from an audit with 
workers classified as independent contractors. While AMC strongly supports the 
appropriate classification of workers, the battle for independent contractor status is 
unnecessarily laborious and resource consuming. Perhaps the biggest stumbling 
block with the 20-factor common law test is the inconsistency in its application. 
Movers are faced with proving the validity of either all, most or some of the factors 
depending only upon the individual auditor. Movers have never been sure what, if 
any, individual factor might force workers to be reclassified, even in the absence of 
other concerns. 

In the Fall of 1992, the IRS approached AMC and requested that the industry 
participate in a Compliance 2000 project to develop guidelines for tax classification 
of van operators which was later referred to as the "Moving Industry MSU." While 
AMC initially had reservations about entering into such a joint venture, we were 
assured throughout our discussions with the IRS that the aim of this project was to 
build a consensus through mutual trust and understanding which would result in the 
development of realistic criteria to aid in determining whether a van operator would 
be classified as an Independent contractor or an employee. 

AMC recruited volunteer representatives from all segments and organizations of the 
industry to participate in a joint venture with the IRS to reach a consensus on 
independent contractor criteria. An enormous amount of time was spent by these 
volunteers and AMC working on guidelines with IRS. Almost four years and 
numerous meetings later, the joint AMC/IRS Compliance 2000 Committee reached a 
consensus and in July 1995 IRS field representatives forwarded a draft MSU to the 
IRS national office. The industry group did not receive a response until January 24, 
1996. 

At the January meeting, we were told for the first time that the rules under which 
our joint Committee had been operating were no longer viable and in essence, the 
moving industry MSU document would no longer be a joint and mutually agreed 
upon product. According to the IRS, the changes were required at this time 
because of statutory provisions of the Federal Advisory Committee Act (FACA) of 
1972. In addition, we were further dismayed to learn that in the future, industry 
would be dealing with a new IRS negotiating team from the Chief Counsel's office 
which had not been a participant during the three-year developmental period and 
thus were not acquainted with the Industry, and that a key portion of the draft 
would be completely overhauled. 

Since that time, we have been endeavoring to work with the new IRS negotiators to 
build a better understanding of industry issues and attempt to influence the 
development of realistic, workable audit guidelines. However, our experience with 
the MSU process suggests that it is a flawed procedure that will not be a viable 
alternative to the 20-factor common law test for most industries. The time 
commitment is huge, the process takes too long, and the IRS FACA interpretation 
does not permit a negotiated solution. Rather an industry may spend years 
providing Input only to find that IRS issues guidelines with which it does not agree. 
This leaves industry in an extraordinarily vulnerable position. 

Compliance with Governmental Regulations 

One of the major areas of discussion between the moving industry and the IRS is 
the effect compliance with governmental regulations has on the control element. 
This has not been extensively addressed during these deliberations but should be a 
consideration of the Committee. Governmental regulations play a particularly 
sensitive role industries, like movers, that remain heavily regulated. Moving 
companies, like all trucking companies, must ensure the safety of the equipment 
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and drivers under contract to them. In addition, moving companies remain subject 
to interstate and intrastate economic regulation. There are numerous state and 
federal mandates which must be complied with regardless of whether a worker is an 
independent contractor or an employee. The IRS continues to view companies 
efforts to insure compliance with governmental regulations as control of the workers 
and therefore an element of the 20'factor common law test which tilts the workers 
toward employee status. AMC encourages the Ways and Means Committee to 
review this issue with the IRS. This issue should be addressed within the training 
materials in a more equitable manner. It is absurd for businesses to find workers 
reclassified only on the grounds of instructions or training necessitated by 
compliance with equally important regulations from other governmental entities. 

Legislative Solutions and the IRS Initiatives 

AMC has followed with great interest the various legislative solutions that have 
been proposed over the last several years for resolving the difficulties experienced 
by taxpayers and the IRS with the independent contractor vs. employee 
classification issue. Both H.R. 1972 and H.R. 582 would revise the standards for 
determining employee status, replacing the 20-factor test presently relied upon. 
H.R. 582 would repeal existing Section 530 and replace it (in part) with revised 
requirements. 

We recognize that the 20-factor common law test for resolving the worker 
classification issues is subjective and uncertain to work well or to be applied easily 
to the wide variety of work arrangements that exist today. However, AMC believes 
this system is preferable to legislation. While the MSU process has been particularly 
cumbersome for this industry, the theory behind the work has great merit. Each 
industry has different work arrangements and essential elements of the 20'factor 
common law test should differ as the industry differs. Yet at the same time, we 
acknowledge that the government has a legitimate interest in limiting independent 
contractor status to those situations that objectively operate in such a manner. 
Legislation that permits such status to be claimed indiscriminately would not serve 
well. 

From our experience we conclude that whatever solutions are found should apply 
even-handedly industry-wide. We also believe that appropriate factors for 
determining worker classification will vary by industry and sometimes by segments 
within an industry. Thus, while we support efforts at legislative Improvement, we 
have reservations about the ability of any legislative solution to apply equally well 
and fairly in all industries and appropriate segments thereof. AMC applauds the 
Commissioner for the work on the training manual as a means to address these 
issues. 

If Congress undertakes a broader-based legislative revision than changes to Section 
530, AMC encourages the retention of safe harbor protections. We believe this 
step will be needed in order to provide an adequate level of comfort to taxpayers 
that any new legislation will be fairly applied and not lead to overly aggressive 
assertions by the IRS that will threaten the economic viability of existing 
businesses. A return to the conditions that led to the enactment of Section 530 
cannot be viewed as progress. 

lATfthholding Should Not Be Seen As A Sdution 

AMC opposes the imposition of withholding on independent contractors as a 
solution to the worker classification issue. Withholding will not solve the issue of 
appropriate classification of workers but will serve to penalize workers, such as in 
the moving industry. Van operators incur substantial operating expenses and 
withholding will only subject their revenue to another reduction. 

Van operators are responsible for truck payment, fuel purchases, insurance and 
various other expenses and record keeping responsibilities. It is inappropriate to add 
withholding to their administrative burden. Withholding should be reserved for 
employees and should not be an added burden for small business independent 
contractors. 
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Conclusion 

AMC encourages the Committee and the IRS to continue to grapple with the difficult 
problems of worker classification. AMC supports some modifications to Section 
530 that will benefit small businesses and the IRS. However, AMC can not support 
legislation which will permit independent contractor classification without 
substantial justification. 

Furthermore. AMC supports many of the initiatives suggested by the Treasury 
Department including expansion of the jurisdiction of Tax Courts to hear worker 
classification cases. However. AMC's experience with the MSU process would not 
lead us to support allowing the IRS to continue with further guidance beyond the 
audit guidelines now under consideration. Finally, AMC would be pleased to 
continue to work with both the IRS and this Committee in an attempt to refine 
solutions to this complicated issue. 
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STATEMENT OF 

THE AMERICAN PAYROLL ASSOCIATION 

Concerning ttte June 4 and June 20, 1996 
Hearings on Worker Classification Issues 

Before the 

OVERSIGHT SUBCOMMirrEE OF 
THE WAYS AND MEANS COMMITTEE 
UNITED STATES HOUSE OF REPRESENTATIVES 


INTRODUCTION 

The American Payroll Association (APA) is a nonprofit professional association 
representing more than 13,000 companies and individuals on issues relating to wage and 
employment tax withholding, reporting, and depositing. We estimate that over 70 percent of 
the gross federal revenues of the United States are reported, collected, and deposited through 
company payroll withholding. APA’s members are the nation’s information reporters and 
tax collectors.' Because our members are interested in the information reporting 
consequences of worker classification, not the corporate or individual tax consequences, they 
are caught in the middle of the worker classification debate. Often the worker prefers to be 
classified one way, management supports a different classification, and APA’s members are 
forced to decide how to report information and/or withhold and deposit taxes for that worker, 
based upon unclear rules, and faced with the constant prospect of IRS audits and penalty 
exposure. However, most of APA’s members are not tax lawyers, nor do they have the 
time, expertise, or resources to research complicated tax questions. Thus, APA strongly 
encourages the Committee to support legisiation that would simplify the legal standard for 
classifying workers. 


STATEMENT 

The purpose of our statement is to register APA’s support for legislative efforts to 
clarify and simplify the federal tax rules governing the classification of workers as employees 
or independent contractors. The current standard, the common law "control test," is 
unwieldy and highly subjective, resulting in payroll professionals making very difficult 
decisions about how to report compensation and whether to withhold and pay employment 
taxes. The problem does not end there, however. An individual’s classification also 
determines how certain fringe benefits, such as health and life insurance, should be reported 
(if at all) and whether certain individuals should be allowed to participate in a company’s 
pension plan. Not only can the penalties for failing to report these items properly be 
staggering, but the financial burden that a company must bear to defend itself during a 


' The Court of Federal Claims has characterized payroll professionals as the "deputy tax 
collector." General Elevator v. United States . 90-1 U.S.T.C. ^ 50,248. 
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protracted audit, and even litigation, of worker classification issues can jeopardize a 
company’s existence. 

Payroll professionals are often charged with the task of deciding how to classify 
individuals for payroll withholding and reporting purposes. Hinging this important decision 
on such a subjective test places the payroll professional in a very difficult situation. We 
commend Representatives Christensen and Kim for having taken the initiative to introduce 
legislation that could make great strides in reducing the subjectivity and complexity of the 
legal test for worker classification. 

We also commend Senator Nickles for his proposal to clarify section 530 of the 
Revenue Act of 1978, which has been included in H.R. 3448, at section 1122. In recent 
years, section 530 has been as much a source of confusion as the common law test itself, not 
to mention a significant source of contention between taxpayers and the IRS. 

Briefly, section 1122 would modify section 530 in several important ways. First, to 
qualify for the industry practice safe haven, it would not be necessary to show that any more 
than 25 percent of an industry treated its workers as other than employees. The provision 
would also clarify that, to be long-standing, an industry practice need not have been 
continued for more than 10 years and that employers in industries created after 1978 can 
qualify for relief. APA strongly supports both of these changes. 

Second, section 1122 would require Internal Revenue agents to provide taxpayers with 
written notice of the availability of relief under section 530 before or at the commencement 
of an audit of an employer’s worker classification practices. Many small employers do not 
have the resources to hire tax counsel and thus may be unaware of all of the legal avenues 
available to them. As an "off-Code" provision, section 530 can be quite difficult to locate. 
Accordingly, APA believes mandatory written notice of the availability of 530 relief is an 
excellent improvement to the statute. 

Despite APA’s generally strong support for the Nickles proposal, we are concerned 
that this provision should pol be treated as a permanent solution to the problems caused by 
the vague and confusing "20-factor test." However, much of the current pressure from 
taxpayers to simplify the worker classification tests will be eliminated if Congress enacts the 
proposed version of section 530(e)(3), "Availability of Safe Harbors." That section states: 
"Nothing in this section shall be construed to provide that subsection (a) only applies where 
the individual involved is otherwise an employee of the taxpayer." This section is designed 
to end a long-standing controversy between the IRS and employers about when section 530 
applies. The IRS maintains that section 530 applies where workers who are employees have 
been misclassified by their employer. Taxpayers have maintained that section 530 relief 
should be available as a short-cut alternative to determining whether a worker is an employee 
or an independent contractor. Section 530(e)(3) supports that "short-cut" approach. Stated 
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differently, the use of section 530 would qqJ provide any indication of whether or not a 
worker is an employee. Companies could simply elect section S30 if they meet the criteria 
set forth there, and their payroll tax audit over worker classification issues would end. 

APA urges Congress to realize, however, that section 530 alone does nsjt end the 
confusion for workers (or payroll professionals) over how the workers should be classified. 
The cnmnanv’s audit may have been stopped more quickly, but the workers themselves are 
still confused over whether they should be classified as independent contractors or as 
employees. As independent contractors, they are subject to SECA taxes, required to 
establish their own benefit plans, ineligible for unemployment benefits, but permitted to take 
business expense deductions without the limitations applied to employees. As employees, 
they are required to pay only the employee share of FICA taxes, can participate in the 
company’s benefits plans, and qualify for unemployment benefits. Workers still need an 
objective, administrable definition of “employee" versus "independent contractor” to help 
them resolve this confusion permanently. 

The Senate leadership has proposed an additional amendment to H.R. 3448, which 
would further reduce confusion and add simplicity for payroll professionals. Briefly, the 
Amendment would codify section 530, extend section 530 relief to workers, and, apparently, 
extend relief to all tax consequences of worker classification. That is, if an employer had a 
reasonable basis for treating its workers as other than employees, such workers would be 
considered as other than employees throughout Title 26 of the United States Code. This 
emminently sensible approach would be welcome relief to payroll professionals and is 
strongly supported by APA. 


RECOMMENnATlON.S 

In summary, APA recommends the following; 

• replace the common law "right to control" test with a simple, objective 
statutory test for classifying workers as employees or independent contractors 
to ease the burdens on both information reporters and the IRS; 

• clarify section 530 of the Revenue Act of 1978 in accord with section 1122 of 
H.R. 3448; and 

• extend section 530 relief beyond employment taxes to the entire Internal 
Revenue Code in accord with the Senate leadership amendment. 

» * * 

APA would like to thank the Subcommittee for holding hearings on this important 
issue and for affording organizations like ours the opportunity to be heard. We would also 

like to thank Representatives Christensen and Kim and Senator Nickles for their foresight and 
initiative in attempting to solve the worker classification problem. APA is committed to 

assisting in any way it can in the effort to simplify the law in this area and will be happy to 
answer any questions that may arise. 



Carolyn Kelleyy 

Director of Government Affairs 

American Payroll Association 
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Statement of 

American Pulpwood Association Inc. 
Independent Contractor Association of America, Inc. 
Independent Insurance Agents of America 
National Association of Independent Insurers 
on 

Employment Oassification Issues 
submitted to 

House Ways and Means Oversight Subcommittee 
July 8, 1996 


The American Pulpwood Association, Inc., the Independent Contractor Association of America, 
Inc., the Independent Insurance Agents of America, and the National Association of Independent 
Insurers represent members directly affected by employment classification issues On behalf of our 
members companies, we respectfully submit the following comments on worker classification 
issues and request that they be included in the hearing record. Our associations are strongly 
supportive of the current-law protections concerning the classification of workers as independent 
contractors. Over five million Americans work as independent contractors and nearly one-third of 
all companies use independent contractors to some degree. Literally tens of thousands of 
businesses and individuals rely on the current statutory protections in structuring their 
independent contractor relationships. Our industries are no exception. 

We urge the committee to proceed with caution when considering changes to independent 
contractor status. Specifically, we urge the committee to ensure that 
' the current Section 530 protections are not displaced; 

• other statutory independent contractor provisions are preserved, 

• the 20-factor common law test is retained as a fall-back test for workers who do not qualify for 
safe harbor protection; and 

‘ mandatory or optional withholding is not imposed on payments to independent contractors. 

Numerous disputes arise each year between taxpayers and the Internal Revenue Service (IRS) 
over the classification of workers. However, as is evidenced by a close examination of the 
testimony of the witnesses before the committee, the problems experienced by taxpayers over 
worker classification issues in general stem from difficulties arising from enforcement activities 
and not fi-om the law itself Many of the cases arise not from uncertain applications of the current 
law, but rather fi-om overzealous efforts on the part of the IRS to reclassify workers. These 
actions are clearly demonstrated by the inclusion as part of the IRS’s Employment Tax 
Examination Program a component which targets businesses with assets of less than $3 million for 
worker classification challenges. Admittedly problems exist with the enforcement of the 
independent contractor law, however, it stands as a testament to the success of the current law 
that millions of Americans are independent contractors and many of our nation’s businesses use 
their services. 

Section 530 

Section 530 was enacted in 1978 in response to over zealous efforts by the IRS to reclassify 
workers as employees. Our associations were active participants in the coalition of business 
interests which was instrumental in securing passage of this important legislation. It pro’ddes 
businesses and independent contractors with a sense of security and safe harbor protections. Each 
of the safe harbors — administrative or judicial precedent; prior audit; industry practice; and other 
reasonable basis — are important for specific reasoas. 

Judicial or Administrative Precedent 

Reasonable reliance on administrative or judicial precedent protects businesses that have relied on 
good faith interpretations of applicable precedents when classifying their workers. Taxpayers may 
base their reliance on judicial precedents, published rulings, or technical advice or letter rulings 
with respect to the taxpayer. This safe harbor provision enables businesses that comply with the 
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requirements of Section 530, including issuing 1099’s and consistently treating similarly- situated 
workers, to engage independent contractors without fear that the IRS will later interpret the 
precedent differently and call their classifications into question. 

Prior Audit 

Businesses are protected from repeated IRS investigations by the prior IRS audit safe harbor. The 
provision, enacted to protect businesses from repetitive IRS audits involving the same workers, 
allows taxpayers to continue to classify workers as independent contractors with a sense of 
certitude if the IRS failed to raise an employment tax issue on audit, even if the audit was not for 
employment tax matters. Eliminating or limiting this valuable safe harbor would subject 
businesses, once again, to repeated harassment by the IRS. The Senate Finance Committee 
included a modification to the prior audit safe harbor during its consideration of H.R. 3348, the 
Small Business Job Protection Act of 1996. Under the proposal, taxpayers would not be 
permitted to rely on audits commenced after December 31, 1996, unless the audit specifically 
included an examination of the treatment of workers for employment tax purposes 

Our associations oppose such a modification in the prior audit safe harbor. Restricting the prior 
audit safe harbor to employment tax audits involving the classification of workers would leave 
taxpayers open to IRS challenges to their worker classification, even though the IRS had 
conducted prior audits and was aware of the taxpayer’s practice. As a result, taxpayers could be 
made liable for reclassification and retroactive employment tax liability in cases where the IRS 
was aware for years that the business was classifying the workers in question as independent 
contractors and had not raised an issue. While the modification was proposed in response to 
criticisms that the businesses would assert prior audit protection even for audits of totally 
unrelated issues, we believe these concerns are simply unfounded. The requirement that the 
reliance be “reasonable” effectively prohibits taxpayers from asserting protection for completely 
unrelated audits. If the committee chooses to clarify the prior audit safe harbor so that the 
above-noted potential abuses are explicitly proscribed, we would suggest the language of the 
provision be altered to read that Section 530 protection is available if reasonable reliance was 
based on “any prior audit except one where the IRS would not be reasonably expected to have 
considered an employment tax issue.” 

Long-standing Industry Practice 

Taxpayers are accorded Section 530 protection if they relied on a long-standing recognized 
practice of a significant segment of the industry as a basis for classifying workers as independent 
contractors. This industry practice safe harbor provides critical protection for taxpayers in 
industries where workers have always been classified as independent contractors, but no 
administrative or judicial precedent has been established. Over the years, questions have arisen in 
applying this safe harbor regarding the interpretation and application of the terms “long standing 
practice” and “significant segment of the industry.” Section 530 does not stipulate a specific time 
period in order to qualify as long-standing, neither does it provide a clear standard for what 
constitutes a significant segment of a taxpayer’s industry. The Finance Committee also included 
modifications to the industry practice safe harbor in its changes to H R 3348 The Senate 
provision would clarify that 10 years constitutes a long-standing practice and that industries begun 
after 1978 can meet the long-standing standard. In addition, the provision would provide that 
taxpayers would be required to show that no more than 25 percent of their industry follow a 
specific practice in order to satisfy the significant segment of the industry requirements. In both 
instances, the numeric standards are intended to provide a safe harbor and, based on a taxpayer’s 
particular facts and circumstances, lesser percentages of the industry or shorter periods of time 
could qualify for the Section 530 protection. Acting Treasury Assistant Secretary for Tax Policy 
Donald Lubick has informed the committee that the IRS is working to develop administrative 
guidance to be released later this year to stipulate that industiy practices in place for 1 0 years 
would be presumed to be long-standing and the long-standing practices could exist in industries 
established after 1978. We support these modifications and believe that the thresholds are 
appropriate mid will reduce the number of taxpayer disputes with the IRS in which the Service has 
applied unreasonable standards.' 


The IRS has argued that significant segment of the industry means more than 50 percent. In re Bentlev. 
73 AFTR2d No. 94-667 (Bkrtcy. E.D. Tenn. 1994). 
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Other Reason^le Basis 

Finally, the other reasonable basis safe harbor is invaluable to those businesses that have sound 
and justifiable grounds for classifying workers as independent contractors but do not qualify for 
one of the statutorily prescribed safe harbors. The courts have provided a constrained 
interpretation of this safe harbor and current law in this area should not be disturbed. 

Section 530 has and continues to serve a useful purpose in stopping repeated taxpayer audits and 
ensuring fairness. We strongly urge the committee not to disturb the protections currently 
afforded under Section 530, except as noted above. 

The Common Law Test 

The determination of worker status for Federal tax purposes is generally made under a 
common-law test. The common-law test developed by the IRS from court cases and rulings 
include 20 factors which may be examined in establishing whether an employer-employee 
relationship exists with the relative importance of each factor determined based on the facts and 
circumstances of each particular case. 

The common-law test is essential for taxpayers that may not qualify for one of the safe harbor 
provisions. In today’s ever changing economic environm^it, it would be virtually impossible to 
construct safe harbor provisions that would cover alt of the types of services that are now or may 
be offered in the future. Services provided today would have been unimaginable a few short years 
ago. For this reason, it is imperative that, regardless of modifications or expansion of the current 
harbors, the common-law test stand as the test of last resort. We exhort the committee to 
preserve the sanctity of the 20-factor test. 

Withholding 

Many of the proposed modifications affecting independent contractors will result in significant 
revenue losses to the U.S. Treasury, Proposals have been made by the General Accounting Office 
and others to impose withholding requirements on payments made to independent contractors. 
Withholding would be devastating to the viability of independent contractor status and we were 
pleased that during the committee’s hearings Rep. Christensen rejected the idea of either 
mandatory or optional withholding as a revenue offset. 

Withholding requirements would impose costly and time-consuming recordkeeping burdens on 
service recipients and would place independent contractors at a competitive disadvantage vis a vis 
their competitors operating in other forms. Under current law, employers are required to withhold 
income and employment taxes from payments of wages and employees are required to file 
withholding allowance certificates with their employers. In accordance with proscribed tables and 
computational procedures, employers compute the conect amount of withholding based on the 
withholding allowance claimed, the taxpayer’s wages and the frequency of payroll payments, 
^Withholding on payments to independent contractors are not subject to withholding, however, 
service recipients are required to file information returns for each payee receiving payments 
totaling $600 or more during the calendar year. 

Withholding would require independent contractors to file withholding allowance certificates with 
each service recipient and service recipients would be forced to compute and remit withholdings 
on payments made outside the business’ normal payroll system and deposit cycle. Significant 
problems would arise if withholding were imposed on payments received from service recipients, 
even if a uniform rate were imposed. Service recipients would still face the problems associated 
with withholdings which occur outside their normal deposit cycle and independent contractors 
would be burdened with uneven and vddely varying effective withholding rates. 

While withholding amounts may be computed with a relatively high level of certainty for wage 
earners, the financial impact of withholding would vary greatly depending on the contractor’s net 
profit as a percentage of gross revenues. In the case of wage earners, net income is generally 
equal to, or very near, 100 percent of wages paid; however, large variances of net income as a 


Internal Revenue Code Section 3402, 
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percentage of gross revenue exist both within and among industries. For example, two 
independent contractors operating in the same industry may experience vastly different profit 
margins for a variety of business reasons. If say a five-percent withholding rate were imposed on 
payments to both independent contractors the business with a net profit margin of 10 percent 
would be more severely impacted than the similar business with a 50 percent net profit margin. In 
the first case, withholding five percent from the business' fees would result in 50 percent of the 
contractor’s net income being retained, while his competitor would face an effective withholding 
of only 10 percent. As a result, the first business would face cash flow constraints and be placed at 
a significant competitive disadvantage. 

Additionally, singling out independent contractors for withholding would place individuals 
operating in this form of business at a disadvantage relative to their competitors operating in other 
forms, such as corporations, partnerships, sole proprietorships and limited liability companies. 
Service recipients contracting with these businesses would have no withholding responsibility 
pursuant to payments for services received. However, relationships with independent contractors 
would expose the service recipient to burdensome administrative withholding duties, making them 
more reluctant to engage in these transactions. To single out independent contractors for 
withholding would impede their ability to attract and retain clients and erode their competitive 
position in the marketplace. 

For the foregoing reasons, our associations remain steadfast in our opposition to any effort to 
impose withholding in any form on payments made to independent contractors 


Finance Committee Modifications 

In addition to the above-referenced modifications, the Finance Committee made a number of 
additional changes to provisions affecting independent contractors. The provisions include 
language clarifying that a worker does not have to otherwise be an employee of the taxpayer in 
order for Section 530 protections to apply Although nothing in the language or legislative history 
of Section 530 requires that a worker be determined to be an employee under the common-law 
test before Section 530 relief is made available, the IRS adopted the position that such a 
determination be made first. While most court decisions have not explicitly addressed this issue, 
those which have considered the question directly have ruled that Section 530 relief is available 
irrespective of the worker’s status under the common law test. ’Despite these holdings, the draft 
of the new IRS worker classification training guide released earlier this year indicated that there 
must first be a determination of employee status before agents could apply Section 530 relief The 
Finance Committee action would reverse this position and codify the decisions of the courts. Our 
groups applaud the Senate’s action and urge the committee to follow the Finance Committee 
language. 

The Senate panel also included provisions requiring workem and service recipients to sign 
agreements acknowledging that the worker will not be treated as an employee for employment tax 
purposes in order to receive Section 530 protection. We do not oppose this requirement. In 
addition, under the modified provisions, the IRS would be required to provide taxpayers with 
written notice of the provisions of Section 530 at the commencement of any audit involving 
worker classification. IRS Commissioner Margaret Richardson has advised the committee the 
final version of the 1R£ training manual due out this fall will also include this requirement. We 
support this requirement and urge the committee to codify the mandate. 

Finally, the Finance Committee included changes to shift the burden of proof to the IRS with 
respect to all aspects of Section 530 except for determining whether the taxpayer had any other 
reasonable basis for treating a worker as an independent contractor, if the taxpayer can establish a 
prima facie case that it was reasonable not to treat a worker as an employee for purposes of 
Section 530, The burden of proof will shift only in the case of taxpayers who fully cooperate with 
“reasonable” requests by the IRS for information relevant to their classification of workers. 
Although we believe that the IRS should bear the burden of proof, we are concerned that the 


Lambert’s Nursery and Landscaping Inc, v U.S.. 894 F.2d 154 (5th Cir. 1990); J&J Cab Service Inc, v. 
U.S.. 75 AFrR2d No. 95-618 (W.D. N.C. 1995-1 1 OueensEate Denial Family Practice Inc, v U S.. 91-2 USTC No. 
50,536 (M.D. Pa. 1991). 
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provision as worded could result in taxpayers being forced to incur significant costs in producing 
inordinate amounts of information — perhaps of dubious relevance — in order to be deemed 
cooperative. The requirement could also result in a more protracted administrative consideration 
of the issue. If the conunittee includes language to shift the burden of proof, we urge the members 
to include report language limiting the scope of compliance necessary for a taxpayer to be deemed 
cooperative. 

Treasury Department Recommendations 

At the committee’s June 20th hearing on employment clj^sihcation issues, Donald Lubick, on 
behalf of the Department of Treasury, requested four specific legislative changes related to 
independent contractor status. Mr. Lubick called on the committee to enact legislation permitting 
the IRS to for^ve prior year employment tax liabilities in certun circumstances, to provide access 
to tax court, to permit Treasury to issue guidance under S^tion 530 and to increase certain 
information return penalties. 

Forgiveness of Prior Year Employment Tax Liability 

Treasury requested that the committee permit the IRS to forgive prior year employment tax 
liabilities in certain circumstances for taxpayers who prospectively reclassify their workers. 
Treasury proposes that, in the case of taxpayers'who are determined to have misclassifiedlheir 
workers, but who meet the Section S30 reporting requirements and have a reasonable argument 
that they meet the consistency and reasonable basis requirements, the IRS be empowered to 
forgive prior year’s employment tax liabilities. Treasury believes that taxpayer’s fear of retroactive 
employment tax Utility, rather than the prospect of future responsibilities, presents the greatest 
roadblock to IRS efforts to settle disputes involving worker classification Our associations do not 
oppose this proposition, however, we believe it will be important for Congress to exercise 
effective oversight to ensure that the IRS does not abuse the authority and coerce taxpayers into 
reclassifying workers who are legitimately classified as independent contractors. 

Access to Tax Court 

Earlier this year, the IRS established procedures for taxpayers to request early referral to Appeals 
of any developed, unagreed issues arising from an exanunation under the jurisdiction of the 
district director.^ Issues which, if resolved, could reasonably be expected to result in speedier 
resolution of the entire case and which the taxpayer and district director agree should be referred 
to Appeals would be eligible for the new program. Employment tax issues, including disputes 
over whether a worker is a common-law employee or independent contractor, or whether Section 
530 applies, will be eligible for the early referral program on a one year test basis. 

Additionally, Mr. Lubick has requested that the committee enlarge the jurisdiction of the US Tax 
Court to cover cases involving worker classifications for employment tax purposes on a 
prospective basis. Treasury believes providing ta^ayers access to Tax Court wilt result in quicker 
and lower cost resolutions. Tax Court judges have substantial experience resolving tax cases 
involving similar issues and, in many instances, are able to resolve suits without requiring the 
business to r^ain counsel. Our groups applaud the IRS efforts to promote referral of cases to 
early Appeid-and support expanding access to the Tax Court. Taxpayers incur significant expense 
in independent contractor disputes in large part due to ftie protracted settlement process. Even in 
cases where the taxpayer prevails, they have often spent tens of thousands of dollars and countless 
man hours defending their position through audit, appeal and litigation. Providing speedier 
resolution at the IRS level and greater access to independent judicial review will relieve taxpayers 
of some of the effects, financial and otherwise, of these lengthy and costly disputes. 

Section 530 Guidance 

Current law precludes the IRS from issuing revenue rulings or regulations to provide clarification 
under Section 530. Treasury believes that it would be possible to improve understanding of and 
compliance with the common law classification standards if IRS were permitted to issue revenue 
ruling or other guidance. The revised IRS training manual draft attempts to clarify for agents that 


Rev. Proc. 96-9, 1996-2 I.R.B. 15. 
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the common law test refers to the ability of a service recipient to “direct or control” a service 
provider and that the 20 factors are merely criteria used to evidence whether or not the test is 
satisfied. Lubick advised the committee that the Administration would like to communicate their 
positions to not only agents, but taxpayers as well, through more formal guidance. We strongly 
urge the committee to reject the IRS’s request for authority to issue guidance under Section 530 
The IRS has demonstrated through its words and actions that it should not be entrusted with this 
authority. Despite court decisions to the contrary, the IRS continues to assert positions in 
litigation and in training manuals which are clearly contrary to congressional intent. We believe 
extending authority to issue guidance in this area would lead to more, not less, disputes between 
taxpayers and the Service. 

Information Return Penalties 

The Treasury has also requested that the committee provide increased penalties for 
service-recipient failures to file timely and correct information returns. Specifically, Lubick 
encouraged the enactment of the penalty provisions included in the President’s Fiscal Year 1997 
budget proposal. Businesses are required by law to file an informational report with the Internal 
Revenue Service for each service provider to whom it makes payments which in aggregate total 
$600 or more per year.^ These reports must include the name, address and taxpayer identification 
number of the service provider, as well as the amount of the payments. 

Under current law taxpayers who fail to timely file correct information returns, such as a Form 
1099, are subject to a penalty of up to $50 per return, up to $250,000 during any calendar year. 
President Clinton proposes to increase the penalty for failure to file these information returns to 
the greater of $50 per return or five percent of the amount required to be reported. Our groups 
oppose this proposal. 

The proposed penalty modifications would be particularly burdensome and costly for 
property-casualty insurers. Property-casualty companies make tens of millions of payments each 
year on behalf of policyholders to third-party service providers, such as auto repair shops, towing 
services, construction companies, doctors, and hospitals. Typically, the insurer has no role in 
selecting the service provider or control over the iitformation provided by the third-party. 
Insurance personnel generally do not contract with the service provider. Such arrangements 
clearly are not the target of efforts to reform independent contractor status and the nature of the 
arrangements make it extremely difficult for insurers to obtain timely and accurate taxpayer 
information. Nevertheless, the President’s proposal would punish an insurer for an inaccurate 
report that occurs through no fault of its own. This proposal would have significant and 
detrimental consequences which extend well beyond the scope of worker classification issues. We 
strongly urge the committee to reject this proposal both in the context of independent contractor 
reform and in the broader context of budget reconciliation. 

Recommendations for Reform 

As the committee considers modifications to provisions relating to independent contractor status, 
our groups urge members to consider the following recommendations. 

Fee Recoveiy Provisions 

One of the most onerous aspects of independent contractor disputes is the financial toll it takes on 
taxpayers who defend their position. Many businesses are not in a financial position to engage the 
IRS in lengthy and costly legal battles to defend their position. These taxpayers are often forced 
into agreeing to reclassifications even though they know their position is sound. Under current 
rules, in order to qualify for attorney fee reimbursement taxpayers must show that the IRS’s 
position is not substantially justified. In addition, recoverable fees are limited to those incurred in 
connection with actual litigation and the law imposes an hourly cap on these fees. As a result, for 
taxpayers who are unable to front the associated legal costs, appealing or litigating to prove their 
position is often not a realistic possibility. 


Internal Revenue Code § 6041 and 604 lA 
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Although the pending Taxpayer Bill of Rights 2 legislation contains a fee recovery provision, the 
current language which would shift the burden of proof to require the IRS to demonstrate that its 
position in a case in which the taxpayer prevailed was substantially justified does not apply to 
Section 530 cases. We encourage the committee to expand this fee recovery provision to 
independent contractor issues. We also urge the committee to modify the language to provide that 
a taxpayer who responds to an IRS challenge concerning its classification of workers by claiming 
eligibility for protection under Section 530 and is subsequently held by the courts to qualify for 
Section 530 protection be entitled per se to recover all of his or her costs incurred in defending 
against the IRS challenge, including costs incurred during the IRS’s administrative consideration 
of the issue. 

Section 530 Consistency Requirements 

One of the most onerous and unforgiving requirements of Section 530 is the requirement that the 
taxpayer must not have treated any worker holding a substantially similar position as an employee 
for purposes of employment taxes for any period since 1978. In order to receive Section 530 
protection, therefore, a taxpayer must have and continue to classify all substantially similar 
workers as independent contractors. Thus, a company that has treated even one of a type of 
worker as an employee is forever precluded from obtaining Section 530 protection with respect to 
that type of worker. 

Despite the very valid objective of the consistency requirement, its application in many cases has 
produced harsh and unjustified results. As an example consider the case of two businesses 
competing in the same industry and utilizing similar workers performing comparable functions 
One business began in 1980, a pioneer in the industry, initially classified workers as employees, 
but almost immediately converted the “employees” to independent contractor status. Under the 
consistency rules, this business would be forever precluded from obtaining Section 530 protection 
with respect to those workers. The second business entered the market in 1990 and classified its 
work force as independent contractors, as was the practice of the industry. Unlike its competitor, 
the new business would be eligible for Section 530 protection. However meritorious the objective 
of the consistency requirements, we find the result of its application in this and like situations 
unjustified and inequitable. 

To remedy this situation, we urge the committee to modify the consistency requirements so that it 
would not operate as an absolute perennial bar. We urge the members to modify the consistency 
requirement so that for purposes of determining whether a taxpayer satisfies the requirement 1) a 
taxpayer’s classification of a de minimis number of workers as employees during a taxable year 
would not be taken into account, and 2) a taxpayer’s classification of workers as employees made 
more than five years prior to the taxable year at issue would not be taken into account. These 
minor modificarions would preserve the general objectives of the consistency requirements 
^\ithout placing taxpayers at a permanent competitive disadvantage. 


We appreciate the opportunity to present our views on proposed legislative changes affecting 
employee classification and to make specific recommendations for reform. As we have previously 
stated, the underlying problems inherent in employee classifications stem from enforcement and 
not from the law itself We urge the committee to proceed with caution and to safeguard the 
Section 530 protections and to retain the common-law test. We believe the modifications we have 
endorsed and proposed will go a long way to solving the issues the committee has raised without 
disrupting a system on which thousands of workers and service recipients rely. 


Respectfully submitted, 



Juli|e|Lei^ Gackenbach 
DiiWlor of Government Relations 
National Association of Independent Insurers 
444 North C^itol Street, N.W., Suite 801 
Washington, D.C. 2C001 
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The American Puipwood Association, Inc. 

The American Puipwood Association Inc. is a nationwide nonprofit trade association responsible 
for issues that surround the safe and efficient harvest and transportation of forest products from 
the woods to the mill. APA members include the nation’s pulp and paper mills, wood dealers, and 
independent logging contractors who harvest and transport puipwood and timber, and equipment 
companies that manufacture puipwood and timber harvesting and processing equipment. 


The Independent Contractor Association of America, Inc. 

The Independent Contractor Association of America, Inc. (ICAA) is a national association 
dedicated to the preservation of independent contractor staUis. ICAA members consist of 
individuals working as independent contractors and businesses that purchase services from 
independent contractors. ICAA currently represents over 3,000 independent contractors and 
business that engage independent contractors. 


The Independent Insurance Agents of America 

Founded in 1896, the Independent Insurance Agents of America (IIAA) is the nation’s oldest and 
largest national association of independent insurance agents, representing a network of 300,000 
agents and agency employees. Independent agents offer customers a choice of policies from a 
variety of insurance companies Independent agents offer all lines of insurance - property, 
casualty, life and health. 


The National Association of Independent Insurers 

The National Association of Independent Insurers (NAII) is a trade association representing 555 
property and casualty insurance companies. The NAII was founded 50 years ago on the principles 
of open competition and pricing flexibility in the insurance industry. Our members range in size 
from the very largest national writers to the smallest one state writers. Among our members are 
mutual and stock companies and reciprocal exchanges. Their marketing strategies range from 
providing the widest range of insurance products to those specializing in relatively few product 
lines. NAII members account for one-third of ail property-casualty insurance premiums written in 
the United States. 
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STATEMENT OF KATHY FORD MONTGOMERY, 
KATHY FORD INTERIORS 
ON BEHALF OF THE 

AMERICAN SOaETY OF INTERIOR DESIGNERS (ASID) 


On behalf of the 30,000 members of the American Society of 
Interior Designers (ASID) , I am pleased to have the opportunity 
to submit a written statement for the record to the Subcommittee 
on Oversight, Committee on Ways and Means, in support of H.R. 
1972, a bill introduced by Rep. Jon Christensen (R-Neb.). 

ASID would like to thank Chairman Nancy L. Johnson (R-CT) for 
holding this hearing to provide a forum for discussion on this 
important issue. 

As National President-Elect of the American Society of Interior 
Designers (ASID) and owner/principal of Kathy H. Ford Interiors, 
Lubbock, Texas, I am keenly aware of the effect of the status of 
independent contractors on the entire design-build industry, 
including interior design businesses. 

ASID's membership includes interior design practitioners, as well 
as manufacturers and suppliers of products which interior 
designers specify. As the largest interior design organization, 
ASID represents a broad cross section of the design industry, 
including contract and residential designers, self-employed 
individuals, and large and small businesses. 

As the subcommittee is aware, the independent contractor issue 
drew consideraJble attention at the third White House Conference 
on Small Business in June 1995. Interior designers were among 
the participants at that conference. 

ASID supports the Christensen bill along with the other 
organizations that belong to the Independent Contractor 
Coalition. Many of our partners in the coalition represent 
trades and industries which provide services as independent 
contractors on design projects. We welcome H.R. 1972, as it 
establishes an objective, three-part test for determining whether 
an individual is an independent contractor or employee. 

I started my firm 16 years ago and specialize in design for 
health care facilities and corporate offices. Today's business 
environment demands that business run "lean and mean” on 
overhead costs; yet, thanks to new technology, we are able to 
work with clients anywhere by using independent contractors in 
different cities, wherever the client is located. 

The greatest operating cost in an interior design business is the 
cost of lebor. To remain profitable, firms must outsource. 

Using independent contractors also enables us, as designers, to 
assemble the best and most suitable team possible for each 
project. Independent contractors may be specialists in aspects 
of design such as lighting, custom cabinetry, environmental 
design, life cycle analysis or ADA ccmpliance review. Or 
independent contractors may offer support skills in Computer 
Aided Design (CAD) drawings or project supervision to ensure that 
the design firm's clients are well served. 

I would not be able to maintain my firm's competitiveness if I 
had to add these resource contractors to my payroll. Different 
jobs require different resources. Part of my competitive 
advantage is having the flexibility to identify and use the best 
resource contractors for each client's needs. These independent 
contractors make it possible for me to take on large projects 
that I cannot handle with my small staff. 

The independent contractors my firm uses are small businesses 
like myself. They are proud of their conpanies and struggle with 
many of the same issues my design firm handles. They do not want 
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to be on my payroll or work as my employee. They are accustomed 
to competing for jobs and working as subcontractors in the 
design/build industry. They like the Independence of being a 
small business owner, and they market their specialty to stay in 
business . 

Today's students and entry-level professionals are taught that in 
the business world they are entering they should consider 
becoming independent contractors, outsourcing work or becoming 
specialists who will then contract out to many different firms, 
such as mine. Interior designers are offered diverse training 
and experience and may choose a general or specialized business. 
In either case they are likely to be involved as, or with, 
independent contractors in their future. 

It is very difficult for the small business owner to make a 
profit and grow his or her business. Using independent 
contractors to perform various services is a long standing 
practice among small businesses, yet the IRS has never fully 
accepted that reality. As a result, we live with the fear that 
the IRS will arbitrarily determine that these individual 
contractors, whom we have engaged, are not independent 
contractors, but employees for whom federal withholding tax, 

PICA, and FUTA payments are owed. The loss of ability to work as 
an independent contractor or use one would make it practically 
impossible for small businesses to maintain any sort of 
prof itability - 

We are not suggesting that guidelines are not needed. Small 
interior design firms who have faced an IRS audit with regard to 
independent contractors can attest to the need for more clarity. 

ASID believes that legislation which clarifies the independent 
contractor classification, fairly written, would go a long way 
toward making certain that the independent contractor status is 
not abused. We believe H.R. 1972 is that kind of common sense 
approach to clarify who is an independent contractor. 
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Before the 


SUBCOMMITTEE ON OVERSIGHT 
COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 


June 20, 1996 
Washington, DC 


Statement for the record of 
AMERICAN TRUCKING ASSOCIATIONS, INC. 
on 

INDEPENDENT CONTRACTOR/EMPLOYEE TAX CLASSIFICATION ISSUES 


o The trucking industry has long been a source of opportunity for individuals wishing to 
go into business for themselves. Because an individual who does not wish to be an 
independent contractor nearly always has the opportunity to work elsewhere as an 
employee, it is rare to fmd trucking companies who have inappropriately classified 
workers. The industry has repeatedly been supported in its interpretation of the law: 
some of the most important case law defming who is an independent contractor 
involves the trucking industry, dating back to Supreme Court decisions in the 1940s. 

0 Because the proper classification of a worker necessarily depends heavily on the 
particular facts of that worker’s arrangements with a service recipient, statutory 
definitions or standards are unlikely to end controversies. Instead, the solution lies in 
giving agents and taxpayers a clear understanding of how to apply existing law. 

0 Recently, the National Office of the IRS has taken some positive steps to improve 
fairness and consistency in worker classification. For instance, the draft training 
manual for field offices and agents handling classification requests shows a refreshing 
balance, clarity and awareness of what factors should or should not be relevant for 
classification in today's business environment. The "market segment understanding" 
initiative also shows promises of developing appropriate occupation-specific standa^s 
in cooperation with affected industries. We think these approaches will deliver more 
benefits than legislation that inevitably introduces terms and concepts subject to 
further litigation. If legislation is adopted, it should broaden consistency by applying 
to all income and unemployment tax purposes. 

o The IRS has unfortunately chosen to force service recipients to become tax collectors 
rather than improving compliance directly. A fairer way to improve compliance is 
for the IRS to use the infortnation it already obtains, by requiting individuals with 
income subject to reporting on Form 1099-Misc to list these receipts separately; that 
would allow efficient matching of 1099s and tax returns, as the IRS has successfully 
done with dividends and interest. 


I. ATA Represents an Indirstry with Thousands of Independent Contractors 

The trucking industry includes more than 350,000 companies, of which 88% are 
small businesses. The American Trucking Associations (ATA), the national trade association 
of the trucking industry, has member companies in every state and business segment. ATA 
is a federation comprising 38,000 trucking companies and suppliers that belong directly to 
ATA or its 51 state affiliates and 14 specialized national affiliates. ATA includes motor 
carriers of all sizes and types, ranging from single owner-operators to major companies that 
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employ drivers, contract with owner-operators, or both. Classification of workers as 
employees or independent contractors is a major concern in trucking, and we appreciate the 
chance to offer our views on this issue. 

Independent contractors play a vital role in several segments of trucking. Independent 
contractor drivers are small businesses that buy or lease and operate their own equipment and 
pay virhially all of the costs of such businesses, including fuel, maintenance, labor, 
bookkeeping and taxes. Such businesses are specifically recognized by Congress in the 
Interstate Commerce Act and regulations of the Federal Highway Administration and Surface 
Transportation Board. As independent business people, they make their own decisions as to 
what shipments to contract to handle, what routes to take, and what business and personal 
expenses to assume. 


n. Current Law Protections Should Be Retained 

Despite complaints and "horror stories" regularly trotted before committees that have 
held hearings on employee classification, there are many industries in which the current, 
common law approach to classification works well. For instance, in trucking there is a long 
history of case law, including Supreme Court decisions, establishing conditions under which 
drivers are independent contractors. ATA has worked hard to educate our members 
regarding classification criteria. We have also worked with IRS and Treasury staff on a 
number of initiatives to improve certainty and compliance. 

"Current law" docs not imply an absence of guidance. The IRS issues hundreds of 
private letter rulings and technical advice memoranda per year, and courts continue to rule 
on employment classification cases. In fact, it is the very continuity of current law that 
makes it the best solution for an inherently complicated problem. 


m. Improving IRS Guidance and Enforcement 

The quality of IRS guidance and enforcement can be improved without changing the 
underlying law. Recently, the IRS has taken steps that hold some promise of improving the 
classification process. 

The most significant step is issuance of a training manual for agents. The draft of 
this manual, which was wisely made available for public comment (and has received over 60 
comments), did a good job of presenting the issues and law in a clear, well-organized 
fashion. It also provided a realistic view of what factors should be disregarded or 
downplayed in classifying workers. For instance, use of a uniform or logo on a vehicle is 
not an indicator of employment status, as the manual acknowledges. Nevertheless, the 
manual can be strengthened. For example, ATA has recommended that the manual should 
allow examiners to make a section 530 determination before going through the common law 
factors, and that efforts by companies to assure compliance with requirements of other 
government agencies or to pass along feedback from customers should not jeopardize 
independent contractor status. 

A second positive initiative has been the "market segment understanding" dialogue 
that the IRS has engaged in with several industries, including household goods movers, to 
come up with a shortened list of "critical” and "significant" factors that would demonstrate 
worker status. Unfortunately, the IRS has not had the internal unity or organization to 
conclude these discussions in timely fashion. Industry groups are showing understandable 
frustration with the lack of results after as much as four years of discussions. But we still 
believe an industry- and occupation-specific approach is a promising one. We hope the 
Committee will encourage the IRS to engage in more such dialogues and to conclude them 
promptly. 
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IV. How to Improve Compliance 

A major reason that the IRS focuses so heavily on worker classification is that it 
believes that it is much easier to have payors withhold and remit tax than to get individuals 
to do so. Yet the Treasury Department noted in its 1991 report, "Taxation of Technical 
Services Personnel: Section 1706 of the Tax Reform Act of 1986", that compliance can be 
as high for some independent contractors as for employees. 

The IRS has ignored its own success in boosting compliance from dividend and 
interest recipients. This success resulted from three measures: beefed-up reporting by 
payors, IRS matching of these reports against individuals’ listing of each dividend and 
interest payor, and IRS letters to individuals asking them to pay tax on unreported income or 
to explain discrepancies. 

ATA believes the same model would work with self-employment (independent 
contractor) income. In repeated meetings with Treasuiy and IRS officials we have urged two 
simple changes to Schedule C of IRS Form 1040 that would lead to a number of benefits for 
compliance: 

o Require individuals to list their total self-employment income separately from other 

receipts. 

0 Require that they list the amount paid by each service recipient and the payor’s name. 

The IRS would then be able to match the total from Schedule C against the amounts 
the IRS had posted on the individual's master file. Where a discrepancy existed, the IRS 
could see which payors were omitted from Schedule C. The process would enable the IRS to 
target and resolve discrepancies much more efficiently and less intrusively than is presently 
possible. There would te no added burden for businesses or for individuals who are already 
reporting all self-employment income. These individuals are already creating a listing of 
payors (if they have more than one) for their own use and could readily include that list with 
their returns. No legislation would be required for the IRS to require and use this data. 


V. Legislation 

As noted, ATA believes that the combination of common law and section 530 
provides a reasonable degree of certainty and protection for many taxpayers, both individual 
and business. Improved IRS training of its agents, application of section 530 first in audits, 
and agreements or "understandings" with industries regarding specific categories of workers 
would resolve many of the existing problems without new legislation. 

Although ATA does not oppose legislative attempts to provide more objective 
standards for service recipients wishing to treat workers as independent contractors, we have 
some reservations. First, we fear that injecting undefined or imprecisely defined terms into 
the tax code will lead to the same sorts of controveisies as now exist over whether a 
particular taxpayer qualifies for relief. Second, standards that must be applied worker by 
worker may require the business to obtain and keep more documentation than is currently 
necessary and to risk losing independent contractor treatment for those workers for whom 
paperwork is incomplete or missing. In contrast, under current law, a company can 
generally show that it treats workers "consistently" without having to provide documentation 
on each one. Third, we are worried about how the revenue loss from a bill would be offset. 
Companies that have not had a problem under current law are naturally apprehensive about 
legislation that would give them no further relief but might be paid for by cutting back the 
very protection they now rely on or by imposing new recordkeeping, reporting or 
withholding burdens. 

If the Committee decides legislation is necessary, we recommend that it emphasize 
consistency among all federal taxes in applying a worker’s classification. Currently, section 
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530 provides relief only from employment tax obligations. But the IRS takes the view that 
when a business qualifies for section 530 relief, the worker is nevertheless an employee for 
the business’s pension and benefits income tax obligations as well as for individual tax 
considerations. In addition, states are free to classify the same worker differently from the 
federal government for the .same unemployment tax . These results are illogical and 
incomprehensible for both the business and the individual. The Committee has jurisdiction 
over these issues, though not for the broader questions of defining employment status for 
other state taxes or for nontax purposes. For instance. Internal Revenue Code section 
3304(a) already imposes 19 requirements on states seeking to have their unemployment laws 
qualify under the Federal Unemployment Tax Act (FUTA). Requiring states to adhere to an 
IRS determination of worker status for FUTA purposes would be consistent with these other 
requirements and would remove a trap for unwary businesses and individuals. (H.R. 510, 
introduced by Reps. Christopher Shays and Tom Lantos, includes such a provision.) 

Any new stamtory standards, as well as determinations under section 530 if that is to 
be amended, should apply for all tax code purposes, not just for employment tax. (H.R. 

582, introduced by Rep. Jay Kim, and S. 1610, introduced by Sens. Kit Bond and Don 
Nickles, would achieve that result by applying to "this title", meaning the entire tax code 
title of the U.S. Code. In contrast, H.R. 1972, introduced by Rep. Jon Christensen, would 
apply only to the employment tax subtitle^ as does current section 530.) 

The Senate Finance Committee has repotted out (as part of its version of H.R. 3448) 
several proposed modifications to section 530. Several of these are clearly worthwhile, such 
as applying section 530 without first making an employment determination, specifying that 
25% is a safe harbor for defining "significant segment" of an industry and that 10 years (or 
less for newer industries) is a safe harbor for defining "long-standing". We believe the IRS 
could and should adopt all of these even without legislation, however. The bill’s most 
controversial proposal would limit the prior audit safe harbor after 1996 to examinations that 
specifically covered workers doing similar work to those whose status is being challenged; 
some ATA members have expressed concern that it would be hard to get documentation from 
the IRS that workers’ employment tax status had been examined and judged satisfactory 
unless the bill is strengthened in this regard. 

There also have been proposals to increase penalties for failure to issue information 
returns (Form 1099-Misc) to independent contractors. Many penalties in the tax code have 
been increased in the past decade, yet both IRS officials and outside researchers have 
expressed doubt about the value of increasing penalties in general. We urge the Committee 
to seek evidetce that a proposed penalty increase would be useful in boosting compliance 
before adopting it. 


VI. Conclusions 

Court cases have provided mote than 50 years of interpretation of the common law 
regarding tax classification of workers. Section 530 of the Revenue Act of 1978 has been in 
place for nearly 18 years. Congress should be very cautious about undermining these 
approaches to classification. Instead, the IRS should be urged to keep working internally and 
with taxpayer representatives to improve clarity and consistency in applying current law. In 
addition, the IRS should focus on making use of existing information to bolster compliance 
instead of either turning legitimate independent contractors into employees for its own 
convenience or seeking new penalties. If legislation is adopted, it should apply for income 
tax and the state portion of FUTA as well as existing federal employment tax requirements. 
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STATEMEKT OF 

ASSOCIATED BUILDERS AND CONTRACTORS 


Associated Builders and Contractors (ABC) is a national trade association representing over 
18,500 contractors, subcontractors, material su^^Uem, and related iirms fiom across the country and 
from all specialties in the construction industry. ABC represents 80 percent of the nation's 
construction workforce. The association's diverse membership is bound by a shared commitment 
to the free enterprise system and the merit shop philosoj^y of awarding construction contracts to the 
lowest responsible bidder through open and competitive bidding. ABC appreciates the opportunity 
to offer the following statement for the record of the Committee's June 4. 1 996, oversight hearing 
on worker classification issues, the problems concerning independent contractor classification under 
the tax code, and the pending legislation to simplify this system. 

ABC is pleased with the Ways and Means Committee's commitment toward examining the 
current problems with regard to the Internal Revenue Service’s (IRS) handling of classification of 
independent contractors. This has been a contentious issue in the construction industry, which 
provides significant opportunities for independent contractors but has to operate under a confusing 
framework of rules that ir\adequately address the classification of workers as employees or 
independent contractors. Much of the problems stem from a confusing tax code which provides no 
clear definition of an independent contractor. ABC strongly believes there needs to be a reasonable 
and workable law that can be enforced in an evenhanded manner by the IRS. ABC supports the 
le^sladon (H.R. 1972) introduced by Rep. Jon Christensen (R-NE), which will set fair and objective 
rules for determining vdio is an employee and who is an independent contractor. 

The Value of Independent Contractors in Construction 

Independent contractors often provide the perfect answer to a pressing need for special skills 
and know-how required for short term projects. The flexibility an independent contractor provides 
to a small, fledgling operation creates numerous advantages for all parties involved. This 
arrangement allows the independent contractor to have the freedom to choose his or her work 
schedule, a small business owner the flexibility to ^just staff demands with business activity, and 
the consumer the opportunity to benefit from a reasonably priced, quality product. ABC believes 
that employers should continue to be able to make sound economic decisions about the classification 
of individuals as employees or independent contractors. Lawful utilization of independent 
contractors provides a good source of labor for projects where the contractor does not need to 
exercise the type of control that would necessitate the hiring of an employee. 

Small businesses, the backbone of the American economy, particularly benefit from this 
practice. In fact, many ABC members started running their own businesses by working as 
independent contractors. It is not unusual for these individuals to work as employees during regular 
hours and as independent contractors during off-bours and weekends. There is no better way to 
become established as a small business than to begin as an independent contractor. 

For example, in the drywall business, independent contractors are used for very specific tasks 
such as framing and drywall hanging and finishii^. They are small, insured contractors who move 
fromjobtojob and company to company. They own their own trucks and their own tools. These 
contractors greatly value their ability to work indepcmdently. The mark of an independent contractor 
is that he can control how, >^en, and where he provides services — qualities greatly valued by many 
in the small business world. 

The construction industry as a whole faces a unique problem due to its high number of 
transient and seasonal workers. Because of file cyclical nature of the industry, many businesses 
cannot afford to keep certain specialized trade craftspeople as employees. Sometimes, skilled 
craftspeople are needed several times throughout the year, but not enough to warrant full-time or 
even part-time employment. Having to place two or three extra employees on the payroll just to 
finish a short-term project places a significant and unnecessary burden on companies. 

The 20-Factor Test 

Under current law, taxpayers must use a 20-f^tor common law test to determine whether a 
worker is an employee or an independent contractor. The 20-factor test is controversial and 
cumbersome, as well as subjective, and often leads to disputes between the IRS and businesses. 
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Imagine the difficulty of a small contractor, not trained in the field of law, but merely wishing to 
engage the services of a worker for some project, in confionting those 20 factors. 

The same common law, 20-factor test is used by the IRS to determine compliance. The IRS 
generally examines the classification of workers some time after the taxpayer has made its 
determination of the workers' classification and after the taxpayer has filed its returns. Thus, 
reclassification by the IRS can result in severe penalties in the form of back taxes and interest. ABC 
believes that Congress, and not the IRS, should define independent contractor status. By clearly 
setting out rules that encompass how an independent contractor is defined, Coi^ress can protect 
those in the construction and other industries find it mutually beneficial to utilize independent 
contractors. 

HR 1972 would est^lish a three-part objective test for determining whether someone is not 
an employee. In order to qualify as an employee, the individual must meet alt three parts which 
address the level of investment, independence, and existence of a written contract The independent 
contractor and business being served must continite to comply with all the income reporting rules. 
The legislation does not eliminate the 20'factor test, but provides an alternative test for those ^^o 
comply with income reporting requirements. 

ABC believes this process vidll provide distinct, clear and objective criteria to establish who 
qualifies as an independent contractor. In the construction industry, the worker's own investment 
in training, tools, and equipment, the worker's ability to perform services for several different people, 
and the contract under which the worker operates are critical to the detennination of whether the 
worker is an employee or independoit contractor. The control by the hiring party is one component, 
but similarly important is the independence of the worker, which has to be integrated with the 
appropriate level of instruction and control to properly sequence the work on a project. All 
subcontractors have to work in harmony, and therefcm must work under a clear plan or schedule. 
A delicate balance must be struck to avoid misclassification of these individuals when they are 
simply carrying out their duty to build the project. The appropriate focus on investment, 
independence, and contracts will help clarify the decision and firee individuals to enter into business 
arrangements of their own choosing, without fear of the IRS making subjective decisions to push 
them into a different category. 

Misclassification of Independent Contractors 

When considering the independent contractor issue, it is critical to distinguish between 
wrongful classification and misclassification. In construction, wrongful classification can result in 
a competitive edge. Those companies not paying employee taxes or workers' compensation can 
undercut the competition by offering loww bids. ABC in no wav condones intentional 
misclassification bv businesses who shirk their duties to society and their workers. 

On the other hand, simple misclassification or failure to file a 1099 form can easily occur 
through administrative error. A penalty should not ^>ply in de minim is circumstances where the 
taxpayer correctly issues information returns to most of its workers. Why should those who 
genuinely believe they are within the bounds of an admittedly vague law be treated in tiie same 
manner as those who purposefully violate that law to gain a benefit? Irmocent businesses ^^dlo have 
mistakenly misclassified a worker as an independent contractor can be subjected to back taxes that 
can literally bankrupt them. 

The "safe harbor” provisions in Section 530 protect taxpayers from reclassification if there 
is a reasonable basis for treatii^ workers other than as employees. This reasonable basis may come 
from published rulings, a prior audit, or industry practice. Section 530 recognizes that taxpayers 
must be able to rely on reasonable methods of classification without risking bankruptcy. The 
protections found in Section 530 are invaluable, especially to the construction industry with its long 
history of industry practice. 

Conclusion 

In addition to protecting past classifications, ABC believes it is time to clear up the confusion 
surrounding the 20-factor test for future classifications once and for all. A clean and simple test that 
recognizes the valuable role of independent contractors in the small business world would ease the 
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way of the contractor struggling with a classitication and make it easier to identify wrongfully 
classified workers. ABC siQ>ports H.R. 1972, which will preserve the current, mutually bet^flcial 
industry practice of properly utilizing independent contractors, and eliminate the need for the 
enigmatic ZO-point common law test and replace it with a far more simple and objective formula. 

The value to our nation of strong relationships between small businesses and independent 
contractors cannot be overstated. This is true local ^powerment which creates thousands of new 
small businesses every year. It is also a critical part of the equation for improving the lives of 
disadvantaged and minority Americans vriio are working hard to seize opportunities to start their 
own businesses. ABC thanks the Committee for the opportunity to provi^ this statement for the 
record and urges Congress to continue its efforts to clarify and simplify the U.S. Tax code dealing 
with worker classification. 
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STATEMENT OF 

ASSOCIATION OF ALTERNATE POSTAL SYSTEMS 


The Association of Alternate Postal Systems is a trade association of door-to-door 
delivery companies. AAPS has approximately 120 member companies in 38 states \\^o serve 
more than 35% of the total population of the United States with distribution services in 
competition with the U.S. Postal Service. 

Our membership is comprised of approximately one third newspaper ownership, about 
one third free publication ownership and about one third independent ownership. Most AAPS 
members are small businesses. A few, certainly a small minority of members, are large 
newspapers located in major metropolitan markets, including the Columbus Dispatch, 

Sacramento Bee, Houston Chronicle and Orlando Sentinel. 

Most of the advertising being distributed by AAPS members is saturation flyers. These 
are produced by grocery chains and major retailers such as Kmart, Wal-Mart and Sears. In 
addition, a number of member companies distribute monthly magazines such as Popular Science 
and Better Homes & Gardens. All member companies distribute occasional product samples for 
major food and cosmetic manufacturers. Most member companies also distribute phone books 
and community directories. 

With few exceptions our member companies depend on independent contractors to 
perform the delivery of these materials. This has been the case for many decades. Throughout 
the years many AAPS member companies have experienced Internal Revenue Service audits of 
independent contractor applicability and procedures. Throughout the 1 960s through the 1 980s, 
most have been found by the IRS to be in compliance with applicable contractor laws and filing 
requirements. 

However, it seems that in the past five years the IRS has been increasingly inclined to 
rule that businesses performing the same functions in the same ways are no longer able to so 
categorize their carriers. The infamous twenty question test tends to be unclear and it is 
subjectively and arbitrarily applied. A company no longer is able to ascertain what is necessary 
to comply, how many of the twenty questions they have to “get right,” what their own personal 
IRS auditor will consider to be “enough” compliance. 

No company going into a compliance audit has any idea whatsoever, based on the twenty 
question test, what may be considered by the auditor to be an independent contractor or what will 
be pronounced to be an employee. Furthermore, a number of companies have been assessed 
back taxes and penalties contrary to the safe harbor laws of section 530 of the Revenue Act of 
1978. 

One typical AAPS member company, a small Midwestern business which had been in 
existence for about 30 years, was recently audited by the IRS. The conclusion of that audit was 
that the independent contractors who have been performing the delivery activity all those years 
were really employees all along. The company was assessed more than $250,000 in back taxes 
and penalties. I am personally familiar with this company and its ownership, and I can vouch for 
their integrity. These people play by the rules and ^e careful to comply with reporting 
regulations. 

Even if this company was doing something in ignorance that would tend to support the 
IRS’s conclusion that its carriers were employees (to my knowledge they were not), they clearly 
were eligible for safe harbor relief. The entire industry has a long history of utilizing 
independent contractors for its carrier force, and this long established practice has been 
repeatedly upheld in many past IRS audits of numerous companies. This particular company’s 
record of reporting and the submission of 1099 forms was unquestionable. In every way this 
company was entitled to relief under the safe harbor laws. Yet the IRS concluded that in their 
case, somehow the safe harbor rules were not applicable. 

However, the IRS has generously offered to waive the back taxes and penalties if they 
will only classify their carriers as employees in the future. When threatened with a quarter 
million dollar payment, they appear to have decided to do what most small businesses would do; 
they have told me that they will likely cave in to the blackmail in order to get the IRS off their 
backs. Throughout the process they have incurred substantial legal fees, and by reclassifying 
their contractors as employees they now face a new annual expense in the $ 1 00,000 range. 

These people were very agreeable to give me the details, but asked that their business 
name not be identified for fear that their settlement position with the IRS would be jeopardized. 
Like most American individuals and businesses, they fear getting on the wrong side of the IRS. 
If your committee would like verification of this incident, I would happily provide you with 
more specific information on your assurance that their identity be protected. 
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It is our opinion that the IRS is out of control. It appears that their objective is to convert 
every contractor situation that they possibly can into an employer/employee relationship. It is 
my observation that they chafe under the safe harbor “limitations” and that they routinely ignore 
them. By refusing to extend safe harbor relief, they use the threat of back taxes, interest and 
penalties to coerce compliance and to force settlements that are favorable to them. 

Our member companies contract with tens of thousands of individuals all over the United 
States for delivery of their products. Moreover, our industry extends far beyond our own 
association's membership, consisting of a substantia] number of small businesses in every state, 
virtually every community, and comprising a significant segment of the labor market. As small 
businesses trying to comply with government regulations, we need a more clear, concrete 
guideline than the obscure twenty question test. Further, we need better oversight of the IRS to 
assure that they properly apply safe harbor laws and any corrective legislation as Congress 
intends them to. 

We enthusiastically support the proposed legislation, HR 1972, as a significant 
improvement. While we have some concerns that some of the wording might be mis-construed 
by the IRS, certainly the proposed legislation is a significant step in the direction of clarity. We 
urge the Committee on Ways and Means to recommeiKl this legislation to the full House of 
Representatives. 

Beyond this pending legislation, however, we uige the Congress to take whatever action 
is necessary to force the IRS to comply with both the letter and the spirit of this proposed 
legislation as well as existing law. The improvements contained in HR 1972 will have little 
positive effect if the IRS is allowed to simply ignore them as they have the safe harbor laws. 
While it is important that small businesses comply tvith the law, it is every bit as important that 
government (specifically the IRS) is in compliance with the law also. The IRS in numerous 
cases has chosen to ignore the safe harbor protection laws, and we urge Congress to take 
whatever corrective action is necessary to force compliance. 



Executive Director, 
Association of Alternate 
Postal Systems 
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Statement of Tom Brewster 
before the 

Oversight Committee of the House Ways and Means Committee 
Jime 20, 1996 

Chairman Johnson and Ladies and Gentlemen of the Subcommittee: 

I appreciate the opportunity to address this Subcommittee. My name is Tom 
Brewster. I am a Marine Corps veteran, and a retired Montgomery Coimty 
Maryland government worker. I am here today to ask on behalf of caddies that you 
consider why they should be treated as employees by country clubs. I am here to 
tell you that because caddies are generally treated as employees for eveiy other 
purpose, they should not be regarded by clubs as independent contractors—because 
clubs generally control the employment of their caddies, no basis should exist to 
provide them relief or shelter from employer tax obligations. 

I am a recipient of the Francis Quimet Qaddie scholarship which paid for my 
college education. I have caddied at country clubs, and 1 have caddied on the 
LPGA, PGA, and Senior PGA tours. I am also the author of the most 
comprehensive caddie training manual used today. As a caddie for almost forty 
years, I have witnessed the lives of caddies in a number of different and often 
disturbing settings. I have seen caddies working in deplorable conditions, many 
relegated to waiting in boxes no bigger than an outhouse, not getting paid for this 
waiting time, but only when they're carrying a bag. 1 have seen the system work as 
it has for many years, essentially under the table, and without recognition by clubs 
or caddies that wages are being earned. 

I have observed that in the various country clubs I have worked for over the 
years, country clubs and their members almost never issue 1099 forms to caddies 
They claim nevertheless that caddies should be treated by the government as 
independent contractors without the benefits or privileges of the employment 
relationship. At the same time: 


they set the caddies hours and provide the place to work 
they require caddies to wear untfotms 
they provide training for the caddies 

they post caddies fees and in many cases publish them in club 
materials 

they appraise the caddies performance and control their assignment to 
club members 

most caddies work solely for one club and many work for years at a 
time 

the club provides the office or “caddie shack” where the caddies 
report and wait for bags to carry 
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clubs funnel the caddie fees through the monthly membership h illin g 


Because caddies have almost always been regarded as independent 
contractors by country clubs, they do not receive any employment benefits, much 
less recognition that the legal benefits of employment apply to them, such as 
workers' compensation and unemployment benefits. Caddies are expected to be 
responsible for reporting their income, and paying their own Social Security and 
Medicare contributions. In practice, of course, this income is rarely ever reported, 
these contributions are never made, and everybody loses in the long run except for 
those employing caddies. 

Caddies are integrated into a club's business operations by dehvering to its 
members a service to members who play golf Caddies spend more time one on 
one with a club's members who play golf, than anyone else at the club. Because 
caddies play such a very important role in club operations and are in fact controlled 
by the club in a multitude of ways, they should be considered employees of the 
club. 


The IRS has recognized this issue in their recent audit of one of the most 
prominent private country clubs in the nation. Exhibit I. In their audit, they 
recognized the true relationship between a club and its caddies, and reclassified the 
club's caddies fi'om independent contractors to employees of the club. 

Additionally, the IRS levied a substantial fine against the club for worker 
misclassification. This is causing the country clubs to stand up and take notice for 
the first time in history that their current treatment of caddies is, as they have 
always suspected, incorrect. It is also the reason that country clubs are supporting 
through association an interpretation of H. R. 1972, H.R. 582, and of Section 530 
of the Revenue Act of 1978, that will sanction their treatment of caddies as 
independent contractors. 

I must say that I am hoping to communicate to this Committee not only on 
my own behalf, but on behalf of a majority of caddies who are less fortunate then 
me. I am not the norm among caddies. The group I also hope to represent are 
referred to as “career caddies.” These individuals generally have minim al 
education, and come fi'om lower income backgrounds. More importantly, most of 
these individuals are unaware of their rights as employees and the benefits of an 
employment relationship. They are also unaware of the obligations that flow fiom 
self employment. 

It is a mistake to think of the caddie as a young teenager taking on a casual 
temporary job. While it is true that most caddies start out carrying a bag as youths, 
many of them stay for the rest of their lives. They are promoted to carrying two 
bags at a time as young adults and men, and continue caddying into their 50s and 
60s, when the profession begins to wear down their bodies until they are demoted 
to single bags, and ultimately can carry only putters for people who are riding in 
their carts. These caddies cannot afford to retire. They have no retirement 
benefits. They have not even made Social Security contributions. 

These caddies also almost never report their income, and maybe that is their 
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own fault. I ask, however, whether society can really blame them when they are 
paid so minimally, while being given a false assurance that their clubs are taking 
care of them. These clubs may warn their caddies to report their income or pay 
their self-employment taxes, but such cautionary warnings may also come with a 
wink. While clubs would have this pending legislation give caddies more than a 
wink by ofBcially classifying them as independent contractors, I implore this 
Committee to recognize the caddie-club relationship for what it really is in 
practice, and that is an employment relationship. 

I believe that under any test of the employment relationship, whether it is the 
twenty factor test of the IRS Code or the broader test contemplated by H.R. 1972 
and H.R. 582, caddies will be considered employees. Exhibit 2. I understand, 
however, that many country clubs feel that because caddies have not been treated 
as employees for tax purposes for so many years, that clubs should be able to seek 
shelter from employer tax obligations under the section 530 Safe Harbor 
provisions. Even though most clubs do not file 1099 forms on behalf of then- 
caddies, they argue that they should benefit from a tradition of relegating caddies 
to a worker classification that denies them an employment relationship. 

The country club is always one of the last institutions in America to fall in 
line with common perceptions of equal treatment and social conscience. The clubs 
will not embrace such ideals because they believe such an embrace can come only 
at the expense of compromising tradition. While it may be tradition to deny 
caddies the benefit of an employment relationship, that does not make it right. The 
task with any legislation, is to test i*.s boundaries. It extends section 530, 

H.R. 1972, and H.R. 582 beyond the boundaries of reason to permit employees 
such as caddies to be treated as independent contractors. If pending legislation can 
be interpreted to designate caddies as independent contractors, then it reaches too 
far and should either be tailored more narrowly, or not made law. 

Thank you again for the opportunity to testify before you, and for trying to 
understand our position. 

[Attachnents are being held in the Ocnniittee Files.] 
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statement of 
Robert A. Georgine 
President 

Building and Construction Trades Department, AFL-CIO 


Before the Ways and Means Oversight Subcommittee 
The Honorable Neincy Johnson, Chair 
United States House of Representatives 


June 4, 1996 


To the Honorable Neincy Johnson suid Members of the 
Subcommittee : 

I appreciate the opportunity to convey to the 
Committee the grave concerns of the Building and 
Construction Trades Department, AFL-CIO regarding H.R. 
1972, as well as the Internal Revenue Service's 
inability to effectively combat rampant 
misclassification of workers occurring nationally in 
the construction industry. 

The Department, which is a federation of 15 
national and international building trades unions 
representing more than four million construction 
workers across the country, believes that H.R. 1972 and 
H.R. 582, as now written, would seriously and adversely 
affect the interests of the millions of men and women, 
and their families, who depend on the construction 
industry for their livelihoods. Moreover, the 
Department believes that recent IRS initiatives which 
limit potential tax liability for employers who 
misclassify their workers will only encourage continued 
abuse of the federal tax laws in the construction 
industry. 


I. 

The Department's Concerns Are not 

With Legitimate Independent Contractors. 

Let me make clear at the outset that the 
Department is not in any way challenging the right of 
workers to be their own bosses and build their own 
businesses. In the construction industry, it is a 
common occurrence for individual workers to make the 
transition from being employees to being contractors, 
and the Department does not want to do anything to harm 
their ability to do so. 

What we are opposed to is the unscrupulous 
contractor who deliberately misclassif ies workers and 
treats them as independent contractors even though the 
workers unquestionably are employees under any 
definition of that term. 

This deliberate abuse of the tax laws costs the 
state and federal governments tens of billions of 
dollars of needed tax revenues, deprives workers and 
their families of pension and health benefits and other 
protections to which they are entitled, and creates an 
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unlevel playing field on which honest contractors who 
play by the rules are uneible to compete.^ 

II. 

Flagrant Abuses are Occurring Every Day 
in the C onstruc tion Industry. 

This is not some abstract tax issue. It is very 
real, and it is hurting real people. Every day, we see 
construction sites where there are scores, or even 
hundreds of workers, and yet every single worker is 
being treated as an independent contractor . The truth 
is, of course, that most if not all of these workers 
are employees. The reason they are being misclassified 
is not because the rules are too complex. The 
contractors know full well that the workers are 
employees, but they misclassify them anyway because 
they believe, with a lot of justification, that they 
will never be caught - and, even if they are caught, 
the penalties will be minimal. 

Let me share with you just one recent example 
that has been called to my attention that demonstrates 
what is going on out there in the real world. This is 
a case that occurred in the last six weeks . We obtained 
affidavits from the workers involved, and those 
affidavits have been provided to the regional office of 
IRS. 


In New York, a drywall contractor was awarded 
the contract on a public construction project. He 
hired seven drywall workers - who unbeknownst to him 
were union members - to do the drywall work under his 
supervision. The terms of their engagement made it 
clear that they were employees. 

Even though the workers clearly were employees, 
the contractor told them they would be issued 1099s 
rather than W-2s. The job they were hired to do was 
subject to the state's prevailing wage law, which 
required the drywall contractor to pay certain wages to 
all employees, but the workers were not being paid the 
required amounts . 

The New York State Department of Labor performed 
a surprise inspection of the job site. When the state 
inspector revealed his identity, the contractor told 
the workers to "disappear’ xintil the inspector left the 
site. The following evening, the contractor telephoned 
one of the workers and offered him $5,000 if he would 
falsely claim that the other workers were his employees 
and not the employees of the company. In this way, the 
drywall contractor hoped to buy his way out of trouble. 

Substantial uncollected taxes and penalties are 
due from this contractor. It is clear that the 
contractor knew the workers were employees, since he 


' By misclassifying their workers, construction 
contractors can save 30% to 40% of their labor costs, 
by virtue of the fact that they illegally avoid paying 
social security, medicare and unemployment taxes, as 
well as worker compensation premiums. The contractors 
also thereby avoid providing pension and health 
coverage to the workers and their families. Such 
illegal cost savings give the unscrupulous contractors 
enormous bidding advantages over legitimate 
contractors . 
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told them to "disappear" from the job site as soon as 
the labor inspector showed up and then offered one of 
the workers $5,000 to falsely claim the other workers 
as his employees. 

And yet, when the workers went to the local IRS 
office and presented these facts and supporting 
affidavits, they were told that nothing would be done 
because these types of cases are considered a low 
priority. I should point out in defense of the IRS that 
these cases are considered low priority because this 
Congress last year removed all enforcement funding for 
the agency. There is no one available to follow up on 
situations like these. These incidents I have just 
described are, when compared to other concerns faced by 
IRS, of lessor priority. Yet, the failure to be able 
to act against violators of public law simple encourage 
employers to continue to violate the law. 

Here we have substantial revenues that are owing 
and could be collected, the IRS is presented with a 
strong, ready-made factual case supported with 
affidavits - and the IRS does nothing. I would hope 
that Congress would immediately take steps to remedy 
this situation and ensure that the laws are being 
enforced. 


III. 

H.R. 1972 and H.R. 582 Would 
Protect Construction Contractors Who 
are Abusing the Tax System. 

Instead of providing for greater enforcement, 
however. Congress is considering legislation like H.R. 
1972 (the "Christensen bill") and H.R. 582 (the "Kim 
bill"), which, if enacted, would protect employers like 
the drywall contractor described alcove as long as they 
had the foresight to compel their workers to sign 
written contracts containing certain representations. 

The Christensen bill and Kim bill set out a 
number of factors to be applied in order to determine 
whether a worker is an employee. However, these 
factors are contained in a series of alternative 
criteria so that a worker's satisfaction of only a 
minimum number of factors would result in 
classification as an independent contractor. 

Under the Christensen bill, an employer may 
treat a worker as an independent contractor by making 
the following three showings: 

1) in the year of the services or in the 
immediately preceding or subsequent year, 
the worker has performed a significant 
amount of services for other persons; 

2 ) the services are performed by the worker 
pursuant to a written contract which 
provides that the worker will not be 
treated as an employee with respect to such 
services ; and 

3) the worker is treated as having a 
significant investment in assets and/or 
training . 

The first requirement under H.R. 1972, regarding 
work for others, typically will be met in the case of 
construction workers who are employees, since they 
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often work for a number of contractors over a 
three-year period. Thus, this requirement provides no 
meaningful basis for distinguishing eitployees from true 
independent contractors in the construction industry. 
Moreover, the written contract requirement easily could 
be satisfied by a contractor that wants to treat its 
workers as independent contractors, even though those 
workers are in every real sense employees. Finally, a 
construction worker who owns more than the most minimal 
hand tools could be considered to satisfy the third 
requirement, and thus would be treated as an 
independent contractor under the Christensen bill . 

The Kim bill also protects contractors suid 
allows employers to treat workers as independent 
contractors even though they clearly are employees. It 
provides that an individual is not treated as an 
employee i f : 

1) the worker has a separate principal place 
of business and has a significant 
investment in tools; zmd 

2) there is an agreement between the 
service-recipient and the worker which 
contains certain representations about the 
engagement . 

These requirements could be satisfied in the 
case of construction workers who are in every real 
sense employees, since such workers often have "home 
offices' where they keep records and take calls, and 
they typically own their own tools. The written 
agreement requirement obviously would not pose a 
problem for construction contractors who wish to 
misclassify their workers. 

The fundamental problem with H.R. 1972 and H.R. 
582 is that both bills presuppose that employers are 
acting in good faith and that the only reason for 
noncompliance is the complexity of the rules. While 
that may be a reasonable assumption in some industries, 
it very definitely is not the case in the construction 
industry, where the patterns of deliberate abuse are 
well-established. Construction workers are particularly 
vulnerable to veiled threats by contractors that unless 
they agree to sign on as independent contractors, they 
will not be hired. 

The Department's concern is that H.R. 1972 and 
H.R. 582, as now drafted, would permit a worker to be 
treated as an independent contractor based on the 
satisfaction of only a minimal number of factors. Such 
an approach is simply not appropriate in the 
construction industry, given the economic incentives 
for misclassif ication and the history of abuses by many 
contractors. H.R. 1972 and H.R. 582, in my view, would 
serve only to encourage contractors to manipulate 
classification rules to the detriment of the worker. 

If it is determined that the approach now 
embodied in H.R. 1972 or H.R. 582 meets the needs of 
other industries, the Department urges that at a 
minimum the bills be amended expressly to recognize the 
special circmnstances of the construction industry by 
either (a) specifically excluding the construction 
industry from their coverage, or (b) including special 
rules that would govern the classification of workers 
in the construction industry. 
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IV. 

The IRS ' s Recently Announced 
Classification Settlement Program 
Exacerbates Serious Abuses 

in the Construction Industry. 

On March 5, 1996, the IRS announced its 
Classification Settlement Program ("CSP") which 
drastically reduces the deterrent value of audits by 
allowing employers who misclassify workers to pay only 
a small fraction of the taxes they owe. 

Under the CSP, a construction contractor that 
misclassif ies its workers will be required to pay only 
the amount it owes for one year. This is opposed to 
the amount it could owe for the two or three years open 
under the statute of limitations. All companies may 
take advantage of this, as long as the contractor 
consistently filed Form 1099s for its workers. 

Moreover, a construction contractor will receive an 
even bigger break under the CSP if it consistently 
filed Form 1099s and has merely a "colorable" legal 
argument that it meets the other requirements for 
section 530 relief.^ 

These substantial tax breaks are available under 
the CSP even though the employer clearly has 
misclassif ied employees. The CSP is "tax forgiveness" 
on a massive scale, and it considerably reduces the tax 
risks for employers who misclassify their workers. The 
CSP will only encourage contractors — like the drywall 
contractor in New York described above -- to continue 
ignoring the worker classification rules. 

We urge the Committee to review the CSP to 
confirm that it is undermining compliance with the tax 
laws and to take steps to cause IRS to reconsider this 
recent, ill-conceived progreun. 

The Department will be pleased to provide you 
with euiy further information or to meet with you or 
your staff at your convenience. Again, let me express 
the Department's appreciation for the opportunity to 
convey these concerns regarding this very serious 
issue. 


^ Section 530 provides that a worker found to be 
an en^loyee under the common law test will be deemed to 
be an independent contractor for employment tax 
purposes if certain conditions are met. These 
conditions are: 1) that the employer did not treat the 
worker as an employee during any prior period, 2) since 
1979 the employer has filed applicable information 
returns, i.£. , Form 1099, on a basis consistent with 
independent contractor status, 3) the employer has 
classified the worker in the same way it classified all 
other workers holding substantially similar positions 
since 1978, and 4) the employer had a "reasonable 
basis" for classifying the worker as an independent 
contractor. Pub. L. No. 95-600, § 530, as amended by 
Pub. L. Nos. 96-157, 97-248 and 99-514. 
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CSIA 

Computer Software Industry Association 


Committee On Ways and Mecais 
Hearing of June 4, 1996 
on 

Employment Classification Issues 


Statement for the Committee Record 
by the 

Computer Software Industry Association 


June 17. 1996 


This testimony is submitted for consideration by the committee and for inclusion in 
the printed record of the June 4* hearing of the Oversight Subcommittee of the House 
Ways and Means Committee. 

The Computer Software Industry Association (CSIA) membership consists of over 
3,000 companies in the computer software industry both within California and across the 
United States. Our members have been extremely negatively affected by worker 
classification problems. 


Computer Software Industry b Singled Out For Harsh Treatment 


Board Members 

PmiAmi: K4r« CtUwcU 
Pteiident, Ctkhrall Viftwa* Solwooi 
Saftwwe F«<bi RcfraoUive 

Vie* Pmukul: Lewu ShireoHD 
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ICCA R ef c ueiMU vt 


Tr****r$r: Aim MiUcr 


Prendcnt. Detlam SyMerak. Inc 
NACCB Repna«aUUv« 


StentMy: Teny Rmui 
PrincTpk. Anilytical Cbonitf 
DUble Aiulytica. Inc. 
PATCA RiffVfaiUljM 


CSIA 

lOi First 3t.,Suits 324 
Los Attos, CA 94022 
(415) 948.9192 


Many of our members are small businesses which provide software and electronic 
product development services to larger companies. CSIA is sure that you are aware of the 
problems caused for all businesses by worker classification problems. In our industry these 
problems are even worse due to the extremely discriminatory Section 1 706 provision of the 
1986 Tax Reform Act which enacted Section 530(d). That provision, for no valid reason, 
singles out the high tech industries for especially harsh treatment in worker classification 
audits. Prior to 1986 there existed a very efficient network of computer consultants and 
brokers who were able to offer services to a variety of clients. This network has now 
broken down, forcing many consultants, who wish to remain self-employed, to turn down 
work formerly available on a contract basis which is now offered only on an employee 
basis. Further market inefficiencies exist in the inability of companies to obtain the skilled 
technical expertise needed since company policy now frequently prohibits use of 
independent contractors at all, due to the fear of unreasonable IRS audits. The most skilled 
technical experts typically refuse to accept work requiring them to become short-term 
employees This is due to their existing investment in equipment and other business assets, 
as well as their ability to provide consistency in their own self-provided retirement and 
health care benefits. 
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There are further negative effects on the computer software industry which result from worker 
classification problems. 

CSIA believes that one effea of worker classification problems is that they serve as a major driving force 
behind the industry’s heavy use of foreign labor for product development and other short term (1-3 year) 
projects. It is indeed unfortunate that our own goverrunent prevents U.S. companies from doing business with 
U.S. experts while at the same time providing immigration programs such as the Hl-B which encourage 
companies to import expertise from overseas. The IRS’ polity of restricting access to U.S. experts works hand in 
hand with the immigration policy of encouraging short t^m importation of foreign experts resulting in the 
efficient transfer of U.S. know-how to foreign countries. This lessens our own country’s long term global 
competitiveness. 

Another effect is to deprive our technical experts of their intellectual property rights and to hinder the 
spread of useful technologies to the public. An independent contr^or retains ownership of the copyright in his 
work. Portions of the copyrighted work can be assigned to a client, as appropriate, for a particular project. Other 
portions can be retted by the contractor for re-use in other projects for other clients. However, when the 
expert is forced to work as an employee all copyrightable work becomes the property of the employer - thus 
preventing the contractor from reusing it. This again negatively impacts the global competitiveness of the U.S. 
software industry. 

Coupled with other discriminatory treatment of the software industry in additional tax areas it certainly 
seems as though our government is extremely interested in seeing that the software industry moves overseas as 
quickly as possible. 

Revenue Impacts of H.R. 1972 

We are aware that it is claimed that there will be a revenue loss due to the passage of H.R. 1972. We fail 
to see the justification for this claim. Government reports have concluded that misclassification of employees as 
independent contractors increases tax revenues due to the tax-favored status of many employee fiinge benefits. 
Independent contractors pay more taxes due to the fact that certain benefits granted to employees are not 
available to independent contractors. The current partial deductibility of health insurance is but one example. The 
claim that independent contractors can deduct certain business expenses, typically office expenses, which cannot 
be deducted by an employee is highly misleading. In the case of an employee those expenses are typically paid by 
the employer and are deductible by the employer. As for the claim that some taxpayers will fail to pay taxes at all 
or will underreport their taxes, please note that the benefits of the “safe harbor” definitions of H.R. 1972 do not 
apply if 1099 reports are not filed. Also note that government studies have shown that, with 1099 reporting, tax 
compliance is very high. The current system of harsh and ovotroadly applied employment audits punishes all 
businesses for the sake of preventing tax non-compliance by a few. This is highly inappropriate. 

It Is Time To Resolve These Problems By Passage Of H.R. 1972 

Worker classification problems have consistently been a serious problem for businesses. Severe penalties 
can be imposed even when both the service recipient and the scrAct provider have filed all required forms and 
paid all required taxes. This situation should not be allowed to continue. H.R. 1972 offers a solution to this 
problem by defining when a worker is not an employee. We urge Congress to pass this legislation. 


Kaye K. CaldweU 
President 
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REGARDING WORKER CLASSIFICATION ISSUES 
BEFORE 

THE HOUSE WAYS AND MEANS SUBCOMMITTEE ON OVERSIGHT 
JULY8» 1996 

[written testimony submitted for the record] 


Ms. Chairwoman and Members of the Subcommittee: 


The Construction Financial Management Association (CFMA) is pleased to comment on the 
various proposals designed to address worker classification issues that have been proposed by 
Congress and the Administration. Classification of workers as either employees or 
independent contractors has been a perennial problem for all parties involved in this issue and 
CFMA supports efforts to clarify and simplify the myriad of rules, factors and circumstances 
that dictate current law. 

CFMA was established in 1981 and represents more than 5,800 financial managers in the 
construction business. Our members are employed by over 2,500 construction companies 
across the U.S. More than one-third of these members have gross annual revenues ranging 
from S25-99 million. 

We commend Chairwoman Johnson and the Subcommittee for its leadership in examining the 
worker classification dilenuna, and we appreciate the opportunity to comment on behalf of 
CFMA and its members. Legislative activi^ in the worker classification area has recently 
gained momentum with the inclusion of several modifications to Section 530 in the Senate 
version of H.R. 3448, the Small Business Job Protection Act of 1996, and with new proposals 
by Treasury that were first announced at a recent Subcommittee hearing. 

We know the Subcommittee will scrutinize every proposal very carefully and we encourage 
the Members to consider the economic contribution and unique requirements of the 
construction industry when deciding what approach is best for resolving this long-standing 
worker classification problem. 

SENATE MODIFICATIONS TO SECTION 530 

The Senate has proposed several clarifications and modifications to section 530 as part of its 
amendment to H.R. 3448, the Small Business Job Protection Act of 1996. CFMA supports the 
Senate's attempt to set clearer standards for taxpayers and the IRS to follow under section 530. 
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Industry Practice Safe Harbor: CFMA supports the Senate proposals to modify the industry 
practice safe harbor. The Senate amendment to H.R. 3448 would recognize that at least 25 
percent industry participation in the same business segment is sufficient for the taxpayer to 
show a reasonable basis for treating a worker as an independent contractor. CFMA also favors 
the proposed modification to the IRS’ interpretations so that an industry practice can be 
long-standing if it has been in place for at least 10 years. An industry practice in existence for 
a shorter period of time may be considered long-standing based on the facts and circumstances 
of the industry. 

Shift Burden of Proof: CFMA also appreciates the Senate's proposal to shift some of the 
burden of proof in section 530 cases from the taxpayer to the IRS once a taxpayer establishes a 
prima facie case. The legislative history of section 530 clearly states that the safe harbor 
should be construed liberally in the taxpayer's favor. Shifting the burden of proof to the IRS in 
cases where a taxpayer has a reasonable basis for treating workers as independent contractors 
and has complied with IRS requests for information should help prevent needless and costly 
litigation. 

Prior Audit Safe Harbor : We are concerned, however, that the provision to eliminate the prior 
audit safe harbor for non-employment tax audits commencing after December 31, 1996, would 
have an adverse effect on new entrants to the construction industry. 

CFMA OPPOSED TO GIVING TREASURY AUTHORITY TO ISSUE GUIDANCE 

One of the new worker classification proposals by Treasury at the recent Subcommittee 
hearing would provide Treasury with the authority to issue "a revenue ruling or other 
guidance," in order to "improve understanding of the common-law classification standard and 
its application in different industries."' 

CFMA supports the goal of simplifying this complex area and we agree that some factors are 
more important in a particular industry than others. However, we believe it would be a serious 
error to give Treasury sweeping authority to influence the IRS examination policy and position 
on who is and who is not an employee on an industry-wide basis, thereby reversing the 
prohibition on regulatory action originally and intentionally imposed by Congress on Treasury 
and the IRS. The goal of section 530 and the freeze on regulatory action was to require 
determinations to be made on a case-by-case basis, not on a wholesale basis. 

Congress has had sole authority to govern the classification of workers since 1978 because of 
the controversies that developed between the business community and the IRS over the 
independent contractor issue. If Treasury is given authority to propose new guidance through 
regulations or rule-making authority, it would constitute a major shift in power from Congress 
to Treasury and the IRS and would represent a dramatic change in congressional policy on the 
worker classification issue. 

CFMA believes that other proposals by Treasury do merit consideration by the Subcommittee, 
although additional details on the provisions would have to be reviewed by CFMA before we 
could support them. Proposals to allow employers to eliminate ail prior employment tax 
liability in certain instances where workers were misclassified and expanded Tax Court 
jurisdiction to resolve disputes more quickly and less costly than in Federal district court could 
prove to be valuable tools to the construction industry. 

BACKGROUND ON SECTION 530 

Congress adopted section 530 of the Revenue Act of 1978 in recognition that the rules on the 
classification of workers as "employees" or "independent contractors" were imprecise. For 
years before section 530 was enacted, the IRS increased its employment tax audits — leading to 
increased controversies between the IRS and businesses. Section 530 was a stopgap measure 
to provide Congress time to produce a pennanent solution to the complexity of the 


Statement of Treasury Acting Assistant Secretary Donald Lubick, before the House Ways and Means 
Oversight Subcommittee, page 10, June 20, 1996. 
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independent contractor issue that would eliminate this source of controversy. While Congress 
has made some progress on the issue, it has also learned the lesson learned earlier by business 
and the IRS: this issue eludes simple solutions. 

Congress addressed this issue in 1982. Statutory standards were adopted for two types of 
workers (direct sellers and real estate agents); if the standards are met, the workers will be 
treated as independent contractors. Congress also decided, as part of the same 1982 
legislation, to extend section 530 relief to all other types of workers. Clearly, the 
Congressional intent was to simplify and clarify the law where possible, in this case for direct 
sellers and real estate agents, and to leave everyone else as is. Consequently, section 530 was 
indefinitely extended to give Congress time to produce legislation on the classification of 
workers as independent contractors or employees without reigniting controversy with the IRS 
over the classification issue. Congressional actions in 1978 and 1982 clearly indicate that 
section 530 was intended to help taxpayers. 

IMPORTANCE OF SECTION 530 TO THE CONSTRUCTION INDUSTRY 

Each construction project involves an amalgamation of independent economic entities that 
come together under unique and complex legal arrangements for a specific job and then 
disperse. These entities are a combination of corporations, partnerships and sole proprietors 
who associate as general contractors, subcontractors, first-tier subcontractors and second tier 
subcontractors, and suppliers and vendors. 

Within the construction industry, the general-subcontractor and subcontractor-subcontractor 
relationships have always been the norm for doing business. Additionally, specialty trade 
contractors are hired on a project-by-project basis for short durations under varying contractual 
arrangements to complete certain assignments. Some of these contracts can include lump-sum, 
fixed-fee, cost-plus, time and material, or labor-only agreements. Contractors can be selected 
on a competitive bid or negotiated basis depending upon the assignment. 

The construction industry has always relied upon the existence of a contractor-subcontractor 
relationship to carry out construction jobs. The industry must continue to rely on these 
relationships because: 

• the requirements of each particular project differ so dramatically as to the scope of work to 
be performed, the degree of skills needed, the number of disciplines to be engaged, and the 
human resources to be allocated; 

• general contractors cannot afford to hire the number and variety of trade specialists they 
need as full-time or even part-time employees; and 

• construction work, by its very nature, is cyclical, unpredictable, intermittent and 
non-repetitive. 

To remove the section 530 "safe harbor” would threaten the long-standing industry practice of 
subcontracting and would threaten the ordinary way of doing business for smaller contractors 
and, especially, sole proprietors. 

If section 530 is not available for the construction industry, the IRS could attempt to 
recharacterize legitimate independent contractors as employees, producing uncertainty and 
confusion for the industry. To avoid such a result, industry practice would have to be changed. 
And, before those practices can be changed, many general contractors will find that - in the 
eyes of the IRS - they are not general contractors but employers. 

For example, in construction management, it is long-standing industry practice for an owner to 
contract directly with a general contractor who will manage a project and enter into contracts 
with trade specialists and other independent contractors. However, it is also common industry 
practice for an owner to contract directly with a general contractor and with trade specialists 
and other independent contractors. In both cases, under industry practice, the general 
contractors and the subcontractors are independent contractors. 
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If section 530 protection were removed, however, it is all but certain that some IRS agents 
will decide that owners who contract directly with subcontractors are employers under the 
common law 20 factor test. Consequently, owners, general contractors, and subcontractors 
will be left in a situation where they can no longer feel confident when they have issued a 
contract or work order that the IRS will view the arrangement similarly. 

In addition, it is important to note that most construction contracts are acquired on a 
competitive bid basis. By removing section 530 protection, contractors would have to either 
increase the price for this contingency or else assume that any changes would impact their bid 
profit. This situation simply adds risk to an already very risk-laden business. (For additional 
information on the importance of section 530, see Appendix). 

Several examples of subcontractor situations that could be misconstrued by IRS agents as 
employer-employee relationships are: 

• punch list clean-up where many miscellaneous corrections are required in the work; 

• contracts which only involve installation with materials supplied separately, e.g. HVAC 
subcontractor to install a central air conditioning system; and 

• remodeling work where hidden site conditions dre unknown and, therefore, the extent of 
the work is not determined in advance. 

Given the competitiveness of this industry, it is important to retain section 530 in order to have 
a consistent approach to worker classification issues and not agent-by-agent determinations. 

CONCLUSION 

CFMA contends that the majority of construction contractors use legitimate independent 
contractors for legitimate economic reasons. CFMA also recognizes that there are abuses in 
the system, but does not believe that these abuses are so widespread that the entire working 
structure of the industry needs to be dismantled. 

CFMA supports the Senate proposals to modify the industry practice safe harbor and to shift 
some of the burden of proof in section 530 cas^ from the taxpayer to the IRS once a taxpayer 
establishes a prima facie case. We believe, however, that the Senate's proposal to eliminate the 
prior audit safe harbor for non-employment tax aiuiits commencing after December 31,1 996, 
would have an adverse affect on new entrants to the construction industry. 

CFMA believes that certain proposals by Treasury merit consideration, particularly those 
proposals that would allow employers to eliminate all prior employment tax liability in certain 
instances where workers were misclassified and would provide expanded Tax Court 
jurisdiction to resolve disputes more quickly. CFMA remains concerned, however, with the 
proposal to provide Treasury with the authority to issue a revenue ruling or other guidance. 
While providing guidance in this area may sound appealing. Treasury's goal of increasing tax 
revenue undermines this approach and could result in more controversy. To allow Treasury to 
have such sweeping authority to influence the IRS examination policy, thereby reversing the 
prohibition on regulatory action originally imposed by Congress on Treasury and the IRS 
could have detrimental effects on the construction industry. 
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APPENDIX 

LIFE WITHOUT SECTION 530 

We thought it might be helpful for the Subcommittee to see how these 20 factors — in the 
absence of the Section 530 safe harbor - might be used to recharacterize a traditional contractor 
relationship as an employer-employee relationship. Not all of the 20 factors have to be met to 
find the employer-employee relationship, so contr^tors will be faced with the possibility of 
having to continually defend how they do business with subcontractors. 

Examples of how the 20 factors could be interpreted by IRS to question the existence of 
subcontractor relationships and to find an employer-employee relationship are as follows: 

1. Instructions: The general contractor has the overall responsibility for safety and 
management of the job site and will direct subcontractors when they can work and the 
safety rules to be followed on the project. 

2. Training: Certain work may be very technical or complicated, which could result in the 
general contractor providing training for subcontractor workers regarding materials 
handling, installation, safety, etc. For example, in the construction of "clean rooms" for 
manufacturing wafers and computer chips, it is common industry practice for the general 
contractor to provide "cleanliness training" for all workers — including the subcontractors' 
workers — to insure that the "clean rooms" meet contract requirements. 

3. Integration: The general contractor will provide the schedule of access and completion 
times and coordinate work of other specialty contractors to minimize interference and 
increase productivity. 

4. Service Performed Personally: A subcontractor's principal may also perform a portion of 
the work, especially if it is a sole proprietor or a small contractor. 

5. Hiring, Supervising, and Paying Assistants: It would not be unusual to closely supervise 
and direct workers of a subcontractor who are in the process of correcting punch list 
items. 

6. Continuing Relationship: A pattern of repeat business with the same general contractor 
could be read as a continuing employer-employee relationship. 

7. Set Hours of Work: The general contractor controls access to the project and, therefore, 
sets hours of work. 

8. Full Time Required: The general contractor monitors the progress of work and can force 
staffing changes to keep the woric on schedule. 

9. Doing Work on Employer's Premises: By necessity, the work location is established and 
controlled by the general contractor since it must be done at the job. 

10. Order or Sequence Set: The general contractor is responsible for scheduling and 
coordinating subcontractors and, therefore, sets the order of work to enable the project to 
be completed on time. 

11. Oral or Written Reports: The general contractor requires regular reports from the 
subcontractors on the progress of the work in order to continually update the completion 
schedule and coordinate other trades. 

12. Payment by Hour, Week, Month: Usually a contract is done on a lump-sum basis, but can 
be on a per unit, hourly or cost-plus basis. Anything other than lump sum could be 
suspected of representing an employee situation. 
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1 3 . Payment of Business and Traveling Expenses: This is usually not a factor, but if it should 

be, it is possible that reimbursement of these expenses would be provided for in the 
agreement. 

1 4. Furnished Tools and Materials: Most subcontractors supply their own tools, but it would 
not be unusual for the general contractor to supply materials purchased separately from 
the subcontract agreement. 

15. Significant Investment: Many subcontractors can maintain a business with little 
investment by working out of their homes or minimal rented space and using rented tools 
and machinery. 

16. Realization of Profit or Loss: Contractors will most likely have the exposure, but may 
have a cost-plus contract which could isolate them from most exposure to loss. 

17. Working for More than One Firm at a Time: Small contractors may not have the 
capacity to do this, but will have multiple contracts to be done on a rotating basis. 

18. Making Service Available to the General Public: Subcontractors may be available to do 
work for general contractors, but not necessarily for the general public. 

1 9. Right to Discharge: Owner contracts typically contain language that gives them the right 
to discharge any workers they find objectionable. The same right is given to the general 
contractor. 

20. Right to Terminate: A subcontractor under certain contracts can terminate a 
relationship, providing proper notice is given. 

These examples show that there could be many situations which could be falsely read as 
employer-employee relationships, resulting in the assessment of inappropriate penalties, 
interest and taxes. The construction industry today does business as it always has - by 
subcontracting work. This is the reason that long-standing industry practice is relied on by law 
and the courts, not only for the construction industry but for all Industries. 
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WRITTEN TESTIMONY 
OF 

BARRY H. FRANK, ESQUIRE 
AND 

JEFFREY COOPER, ESQUIRE 
MESIROV GELMAN JAFFE CRAMER & JAMIESON 
SUBMITTED TO 

SUBCOMMITTEE ON OVERSIGHT 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 
ON 

INDEPENDENT CONTRACTORS 
June 17, 1996 


Madam Chairman and Members of the Subcommittee; 


Barry H. Frank and Jeffrey Cooper are partners in the 
Philadelphia based law firm of Mesirov Gelman Jaffe Cramer & 
Jamieson. We have represented approximately one hundred businesses 
throughout the United States against the IRS attack on their use of 
independent contractors. We successfully represented Critical Care 
Registered Nursing, Inc., which was decided in favor of the 
taxpayer and have also settled favorably several cases in U. S. 
District Court prior to trial . 

Most of the clients which we have represented are small 
businesses, that have been forced to defend themselves against the 
IRS challenge, at not only a heavy financial cost but also a heavy 
cost in terms of time. Sometimes I think it is the time needed by 
the business owner, which is taken away from their business in 
order to work with the attorneys to defend the IRS challenge, which 
can be as critical, if not more critical, than the financial cost. 

Any legislation enacted by Congress must both include and 
clarify Section 530 of The Revenue Act of 1978. In addition, it is 
imperative that the legislative history, that Section 530 is to be 
liberally construed in favor of the taxpayer, be reinforced. Our 
experience is that the Internal Revenue Service ignores the 
directive that Section 530 be liberally construed in a majority of 
audits which it conducts . 

Many of the businesses which we have represented, in more than 
thirty different industries, have sought protection under the third 
safe haven - (i) a long standing, (ii) recognized practice (iii) of 
a significant segment of the industry. The definition of 
"significant" must be clarified. Further, the application and 
applicability of industry surveys, whether local, regional or 
national, to establish industry practice, must be addressed. 

Our attempt to define "significant" has, I am sure, met with 
the same obstacles as others. The Internal Revenue Service claims 
that significant should be eighty percent (80%) of an industry, 
yet, at the same time, acltnowledging that the eighty percent may be 
too stringent; but has refused to lower that standard. On the 
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other hand, when the term significant is used in other sections of 
the Internal Revenue Code, whether it be related to the assessment 
of penalties, etc., its meaning has been found to be "less than 
fifty percent". Some objective range should be adopted and 
incorporated in any new legislation. 

With regard to industry surveys, the Internal Revenue Service 
has repeatedly stated that an industry survey can only be used to 
satisfy the third safe haveh', if it is a survey that was conducted 
or considered by the tsocpayer at the time it started in business. 
We do not know of, nor have we ever heard of, any entrepreneur or 
business person that conducts a survey at or prior to the time they 
went into business. It is hard enough for someone to start a 
business without going out and paying for a survey. 

In fact, many of the clients that we have represented in 
defending the IRS attack on their use of independent contractors 
had previously worked as an independent contractor themselves in 
that industry or a similar or related industry. The individual 
workers that they knew and came in contact with who worked in that 
industry also held themselves out as independent contractors. In 
other cases, we have represented businesses that, when first 
starting out, contacted workers and the workers themselves told the 
business owners that they only work as independent contractors. 
Also, if someone acquires an existing business that has always 
treated its workers as independent contractors, that should also 
have some intact. 

We have represented businesses where professional surveys were 
conducted by the industry after the taxpayer began the business and 
at times contemporaneous with or close in time to the period under 
examination. When such surveys indicate that 70% or 80% or greater 
of an industry utilizes independent contractors, in all regions of 
the country, that survey is a definite verification that, in fact, 
the industry practice was and still is predominately staffed by 
independent contractors. If nothing else, such surveys should 
satisfy the fourth safe haven - any other reasonable basis. 

The argument over whether Section 530 can and should be 
considered prior to considering the common law factors must also be 
addressed and, if Section 530 is found to apply, it must apply for 
all tax purposes, including pension plans, qualified plans, etc. 
For those taxpayers who are finally granted relief under Section 
530, it is a total injustice that they still might be subject to 
attack because the Internal Revenue Service can claim that the 
workers are employees for other tax purposes. 

The Independent Contractor Tax Fairness Act of 1985 (H.R. 582) 
is a step in the right direction but needs to be clarified and 
expanded in order to provide a fair treatment for all businesses 
and industries that traditionally use independent contractors. The 
Bill repeatedly uses the term "significant” in establishing the 
various tests to be used in meeting the three sets of requirements. 
Some dollar parameters along with some percentage of revenue 
generated by the Independent contractor need to be established or 
nothing will be accomplished under the Bill, if adopted. The 
proposed legislation is well intended but as long as there are 
ambiguities and as long as the Internal Revenue Service is going to 
continue to aggressively attack businesses that properly and 
legitimately utilize independent contractors, the problem will not 
be solved. Something must be done to get the Internal Revenue 
Service to fairly treat companies that make a bona fide effort to 
use independent contractors. 
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There may be tens of thousands of businesses that pay their 
workers in cash and hundreds of thousands of workers who, being 
paid in cash, do not file tax returns or pay taxes; nor do we 
suggest that the workers and businesses be free from IRS 
enforcement. In fact, we encourage it. The cash economy should 
not taint those businesses and workers that legitimately engage in 
business by contracting with independent contractors. Despite the 
fact that the Internal Revenue Service, at the National Level, has 
taken steps which appear to be addressing the issue, the 
Classification Settlement Program makes it easy for the Internal 
Revenue Service to get companies to reclassify workers to employee 
status but, what about all of those businesses that want to, intend 
to, and need to continue to classify the workers as independent 
contractors. Their fight will have to continue because the 
Classification Settlement Progrcim leaves an enormous gap between 
those companies will to convert their workers and those businesses 
that want to continue using independent contractors, unless they 
can clearly satisfy the IRS. 

We appreciate the opportunity to submit this written testimony 
and to testify at any future hearings on the topic of independent 
contractors . 



326 


STATEMENT OF JOY J. TURNER 
OF JEFFERS BUSINESS SERVICES 
OH BEHALF OF 

THE DELEGATES TO THE WHITE HOUSE CONFERENCE ON SMALL BUSINESS 


The Honorable Nancy L. Johnson, Chair 
Subcommittee on Oversight 
Committee on Ways and Means 
104th Congress of the United States 
House of Representatives 
1136 Longworth House Office Building 
Washington, D. C. 2051 5 

Madam Chair Johnson and Subcommittee M^bers, 


The opportunity to provide my statement on the INDEPENDENT CO^fTRACTOR issue is indeed 
an honor and is sincerely appreciated. It is encouraging that this issue, so vita) to the small business 
community, is receiving well-deserved attention and I am hopeful that it will receive positive action from 
your committee. 

I have been empowered to speak on behalf of The National Association of Women Business 
Owners, The National Society of Public Accountants, The National Society of Tax Professionals, The 
National Minority Delegates Caucus, and my diverge clientele. My testimony comes from experience of 
several vantage points. 

First. I am the owner of a small business, an accounting, tax and small business consulting 
company. I have operated this business on a part-time basis for more than fifteen years. I recently 
began a full time operation after having been an employee of a fortune top-ten company for twenty-six 
years. I hold two degrees in Accounting, have specialized certificates in tax and accounting subjects, 
earn 16-24 CPE credits each year, and have combined twenty years experience in Corporate 
Accounting. Federal Taxes (domestic and foreign) and Corporate Rnance. I have no employees. 

At some point in the future, I plan to have employees but for now, if and when I secure jobs that 
I cannot personally complete. I must use the services of an independent contractor. I market my 
accounting and business consulting services as an independent contractor. I have been adversely 
impacted by the twenty factors test as it now stands and is administered by the Internal Revenue 
Service. (Revenue Ruling 87-41 defines a twenty-factor control test based on common law principles.) 

Just recentiy, I was put in the position of havkig to severe a contract before term. A norvprofit 
organization's board of directors, acting out of fear that I may later be reclassified as an employee, 
insisted that I sign a legal document that went cor^siderabiy beyond what was reasonable, practical or 
necessary for the scope of the job. It seems that several board members who happen to be attorneys 
became vaguely aware of the twenty-factors test. Tfiey reacted rather strongly and to my detriment. 
Since I did not want to become their employee nor did 1 want to sign my rights away in order to 
complete the contract, I requested mutual cor^ent to end the relationship. A written document 
(contract) had already been executed which was quite competent to establish my position as an 
independent contractor. In accordance with current law, a reasonable basis existed for not treating me 
as an employee. We chose to end the relationship two months early. They suffered and so did I. I 
could not dispute that reclassifications would not lead to costly tax bills and I could not assure them 
that, upon audit, a reclassification would not occur, as the random determination would be up the 
discretion of an Internal Revenue Service agent. 
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Due to the nature of the work that I am educated, trained and skilled to perform, I am best able 
to provide my services to small business clients as an Independent contractor. As an accountant or 
business consultant, I must maintain principles of independence of thought and action. The small 
business clients whom I service are small or micro businesses, start-ups or sometimes just people with 
flourishing Ideas. They cannot afford to hire me as an employee nor do I want to give up the control 
and Independence required to competently complets certain types of jobs. 

For instance, in providing financial statements that accurately reflect the financial health of the 
client, I am not burdened by the compromises and conflicts that might beset an employee. In areas 
where conflict may arise, for example, are concepts such as asset valuations, inventory pricing or 
calculations of depreciation and expense or in the area forensic analysis where key employees may 
exercise extreme control over the results. The small business clisnts who need my services the most 
cannot afford the expense of administrative fees attached to payroll withholding requirements or the 
additional cost of payroll administration. 

My second point of perspective comes from having served for the past ten years as a member of 
the IRS cadre of instructors who provide workshops and teach outreach sessions. I taught the SMALL 
BUSINESS TAX WORKSHOPS. A major segment of those workshops questions how to make the 
determination of who is an employee versus an independent contractor. The current law addresses the 
question "who is an employee?" rather than "who Is an independent contractor?*. This is a north-south 
focus on the Issue, when what is required is a reverse point of view. In other words, let's first clearly 
determine who is an Independent contractor, then anyone else must be an employee. 

At the present time, IRS audits seem to favor reclassification to employee rather than to 
Independent contractor. This is usually a false economical decision. The fines and penalties are (false) 
revenue producers but have not led to kxtreased compliance. 

Mv third point of view comes from the many months of hard work involved with the White 
House Conference on Small Business. I served as Co-Chair of the New Jersey Tax Committee. Many 
small business people ware Interviewed and the Irtdependent contractor issue was discussed at length. 
Evidential cases were submitted. Small business people shared many honor stories of vdtat had 
happened to them or other owners during audits and reclassifications. Some were nearly put out of 
business as a result of the assessment of fines and penalties due to incorrect classifications even though 
fraudulent Intent was not present. 

At the National '•'hite House Conference on Small Business, the one conference issue to 
receive the most votes of aii sixty was the issue of redefining an independent contractor (over 1400 
votes). Although I had personally promoted this issue on behalf of the National Association of Women 
Business Owners, the votes projected the voice of small business. 

My fourth point of view, comes from the recognition that this issue, not only received the most 
votes of the White House Conference on Small Business, but was also the top tax Issue of over four 
hundred delegates who comprised the Minority Delegates Caucus (MIX:). I served as the Tax Issues 
Director of the Minority Delegates Caucus. Of all small business owners who are independent 
contractors or who use Independent contractors most, a high percentage Is mimrity and women owned 
businesses. A large number of displaced and downsized corporate employees became independent 
contractors, a disproportionate number are women and minorities. This, one might say, was also due to 
economical reasons. 
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Another and fifth perspective has been brought about by my involvement in such organizations 
as the National Society of Public Accountants tNSPA) where I serve on the National Affairs Committee 
and the National Association of Tax Professionals (NSTP) where I serve on the state planning 
committee. These organizations include many small business owners who are entrepreneurs, sole 
proprietors, S-corpor8tior>s and Limited Liability Corporations. They cannot always afford to put an 
expert on the payroll. For complex business problems, a solution may be sought from an independent 
contractor; whereas, a large corporation can afford a resident specialist on payroll. Due to the cyclical 
nature of the strictly tax oriented business, employees may not be needed long enough to justify the 
cost of setting up payroll withholding procedures. 

During the past year, diere has been infinite discussion of the issue of clarifying who are 
independent contractors aitd determining who are employees. Congressman Jon Christensen and others 
ccHsponsored H. R. 1972, called The Independent Contactor Tax Simplification Act of 1995, which 
adequately sets forth a new criterion to be used in place of the twenty-factors test, but does not 
exclude It. Senator Kit Bond artd Senator Don Nlckies co-sponsored S.1610, independent Contractor 
Tax Simplification Act of 1996, a mirror bill. Some of d^e major labor unioris have had an adverse 
reaction to these bills for what they have perceived as attempts to make it easier for businesses to use 
the. service of an independent contractor rather than employ the traditional employee. There seems to be 
fear of the wholesale conversion of many employees to independent contractor status, widi or without 
their concurrence. This is a valid argument. One which has caused several congress people to become 
timid on the issue, but backing up and out does not make the need for action disappear. 

Having been a labor union delegate in the early stages of my career, I helped to make such 
arguments. My very first experience with IndeperKlent contractors occurred while employed by a major 
corporation where independent contractors shared space with employees. They worked alongside the 
employees, did the same jobs and received higher pay but no benefits. This was unsettling for the 
union and the employees. Having had this experience firmly convinces me, that it would be beneficial to 
the labor union's work force as well as to small business if there v\rere a clearer definition of what 
determines who is an independent contractor and better ways to distinguish fiiem from the employees. 
There has to be a better way and we have to work together to get to It. Right now, corporations so 
easily get through the loopholes usir^ the current common law structure. This demands tightening up 
with better criteria. A clearer definition should be in place so that when a worker enters the door, all 
parties would know immediately whedier this is an independent contractor arrangement or if this is an 
employee/employer relationship. A genuine norvpartisan effort is required by ALL of congress to help 
strengthen and close the existing loopholes by developing a more definitive law. 

Commissioner Margaret Richardson, Deputy Commissioner Mike Dolan, Director Barbara Jenkins 
and others at the Internal Revenue Service have done a heroic job at the administrative level to help 
resolve this issue. I \MII not reiterate all that they have done for it Is in the public record. It was quite 
commendable that the draft of the new training manual was made available to the WHCSB Tax Chairs 
for input and suggestions. Although It is more than one hundred pages, I am pleased to have had the 
opportunity to contribute to the document for future training. It is now time for congress to sincerely 
"come to the table with good intentions" to resolve this issue. 

Independent contractors are essential to the successful operation of a variety of business and 
industry types. While it is a fact that this issue is of great importance to the small business world, it is 
also important to large business and corporations. Independent contractors offer specialized skills for 
short term projects yet it should not be as easy as it currently Is to replace traditional employees with 
Independent contractors. Also, it should not be difficult or impossible for independent contractors to 
secure contracts without the fear of future reclassification. 
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All of the small business community is concerned with unreported income resulting from failure 
to file Forms 1099. These omissions translate into a tax increase to the rest of us who attempt to 
comply with the law. Voluntary compliance can best be promoted by clear unencumbered laws, 
education, reduced complexity of reporting and a more friendly enviror^ent from die local IRB 
personnel. It should be noted diat die IRS has in recent years made commendable efforts to improve its 
client service atmosphere. 

Statistics indicate that this country is being run by small and micro businesses. Small businesses 
employ about 54 percent of the private work force and contribute 52 percent of aN sales in the country. 
What is required is to make it easier for them to comply with the income tax laws rather than to make it 
more difficult. During the 1976-1990 period, small firms virith fewer than 500 employees provided 6S 
percent of net new jobs. This percentage does not appear to be in danger of slipping and is not being 
threatened by the use of Independent contractors. Recently, small business dominated industries 
increased employment by 1 .3 million workers, a 3.2 percent increase. 

In conclusion, it is common consensus that a better definition of the Independent condactor is 
urgently needed. In the process of getting there, we do not want to make it more difficult for the ^all 
business person to run a profitable, viable business. The proposed solutions as addressed by H. R. 1972 
and S. 1610. should be considered as a first step, a beginning point. 

If our system is to remain one of voluntary compliance, withholding should not be considered. 

The additional burdens of requiring withholding taxes from independent contractors would only 
encourage the development of creative ways to avoid the problem. It would serve to punish those small 
businesses who jump through the hoops of compliance. 

Safe Harbor provisions are absolutely necessary. If a small business owner has made a good 
faith attempt to classify a worker under current common law..., and the independent contractor had 
filed appropriate information returns, reported income arKi paid tax, then as a result of audit, penalties 
should not be assessed. 

Control and supervision should be primary factors of any criteria. Safeguards that prohibit abuse 
of the system and provide protection of the workers are critical requirements. Workers should not be 
classified as independent contractors when there are no elements in the relationship to warrant it, and 
an independent contractor classification should never be allowed as a unilateral option. Those workers 
who want to be independent contractors, should be allowed to legitimately be classified as such 
without the insecurity of future reclassifications. There must be measures at the beginning of the 
relationship to determine who owns the tax liability. 

I look forward to working with your committee to find an agreeable solution to the pressing issue 
of Independent Contractor Classification. I thank you and your committee for your consideration of this 
matter. 


Respectfully submitted. 



Tax Chalr-WHCSB Region II 
New York, New Jersey. Puerto Rico 
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Statement of the 
Direct SelUng Association 
Concerning Independent Contiactor Status 
Before the 

Subcommittee on Oversight 
of the Committee on Ways and Means 
U.S. House of Representatives 


The Direct Selling Association (DSA) appreciates the opportunity to submit this statement 
in connection with the committee’s hearings on independent contractors on June 20, 1996. 
DSA is the national trade association of the direct sdling iiulustry. We represent over 
seven miilion independent contractor direct salespeople and the 180 direct selling 
companies for whom they market goods and services. We have, during the course of a 
year, on average over 16,500 direct salespeople per Congressional District and are 
presently recruiting over 62,000 distributors and salespersons per week . Our members 
firms account for over 95% of industry sales, and while many are large and familiar 
household names, a majority of them are small businesses. 

Background: The Independent Contractor Status of Direct Sellers 
b Wdl-Established for Federal Taa Purposes 

The independent contractor status of direct sellers has long been recognized for federal tax 
purposes. Almost 20 years ago, in a test case, direct sellers were found to be independent 
contractors for tax purposes under the common law rules f Aparacor. Inc, v. United States. 
556 F. 2d 1004 (Ct. Cl. 1977)). In 1982, Congress adopted I.R.C. § 3508 to “provide a 
statutory scheme for assuring the status of ... direa sellers and real estate salespersons as 
independent contractors.” (Staff of the Joint Committee on Taxation, General 
Explanation of the Revenue Proviaons of the Tax Equity and Fiscal Responsibility Act of 
1^(1982), 382). 

Internal Revenue Code Section 3508 establishes three conditions in order for a person to 
qualify as a “direct seller” treated as an independent contractor by statute. First, the 
person must be engaged in the business of selling consumer products to any buyer on a 
buy-sell, deposit-commission, or similar basis, in the home or otherwise than a permanent 
retail establishment. Second, substantially all of the remuneration paid must be directly 
related to sales or output, rather than to the number of hours worked. Third, the direct 
selling must be performed pursuant to a wntten contract between the direct salesperson 
and the direct selling company, and the contract must provide that the direct salesperson 
will not be treated as an employee of the company for federal tax purposes. 

As part of tlus statutory classification of direct sellers as independent contractors for tax 
purposes. Congress also adopted a special tax information reporting requirement for direct 
salespersons. I.R.C. § 604 1 A(b). Under this special direct seller information 
reporting system, each direct selling company that sells $5,000 or more of consumer 
products to a direct salesperson must indicate so on a special direct seller box on the IRS 
Form 1099-MISC, which is then filed with the Internal Revenue Service and sent to the 
direct salesperson. This information filing requirement also applies to a distributor in a 
multi-level direct selling arrangement who is wholesaling to direct salespeople in his or her 
sales organization. In addition, the Form 1099-MISC is used to report the payment of 
commissions, bonuses, and awards to direct salespeople in excess of $600. The direct 
salesi>erson is required to provide his or her proper taxpayer identification number to the 
direct selling company as part of this process. 

This statutory treatment of direct sellers as independent contractors and the special direct 
seller tax information reporting procedure constitute a clear and well-established system 
that has worked effectively for federal tax purposes for more than a decade and has 
achieved an extremely high rate of voluntary tax compliance for the direct selling industry. 
In discussions regarding independent contractor issues raised by recent health care reform 
efforts, senior representatives of the Treasury Department and the Internal Revenue 



331 


Service (“IRS” or “the Service”) confirmed that the current statutory arrangement for 
direct sellers under Internal Revenue Section 3508 is working well and has produced a 
good compliance record. Our latest compliance estimates run in the 97% range. 

Independent Contractor Status Generally 

DSA believes it important to the nation that legitimate use of independent contractors, by 
all industries, not be threatened. The IRS has exhibited in the past and reportedly 
continues today to exhibit antipathy towards independent contractors and self-employed 
individuals. This antipathy is, in all probability, based on the belief that tax compliance 
levels for these groups are too low relative to compliance by employee groups. From an 
enforcement point of view. Section 530 of the Revenue Act of 1978 was originally 
enacted by Congress (and then indefinitely extended in 1982) as a direct result of IRS 
harassment of independent contractors and misclassifications bv the Service of 
independent contr^ors into employee status. This h^assment was done through abuse 
or misinterpretation by the Service of the twenty factor common law test of independent 
contractor status. 

Finally, based on our own studies, people want to be independent contractors because 
they like being their own bosses, working their own hours, building their own businesses 
and directly relating effort to reward. Tax considerations generally do not enter the 
picture for them. From the viewpoint of the users of independent contractors, while there 
are some tax benefits created by this status, there are also productivity, recruiting, 
retention and tax disincentives as well. Businesses and individuals should be able to 
choose within structures they wish to operate. 

Direct Sellers Would be Unnecessarily Harmed bv Withhoiding 

Over the years and recently, the General Accounting Office and the IRS have advocated 
withholding on independent contractors. Withholding would be counterproductive and an 
unnecessary burden to the direct selling industry. As this statement will show, h would do 
significant harm to the companies relying on the independent contractors and the 
independent contractors themselves. Withholding would ultimately result in the loss of 
approximately 1 0% of these independent contractors to our industry. 

Over 80% of direct sellers (approximately 5.7 million individuals) earn less than $2,500 
per year. Our turnover rate is approximately 100% per year. Four percent of the adult 
population presently sell for our companies. An additional 13% have done so in the past. 
The difficulty of withholding on such a large number of people, who earn such small 
amounts of money, would hardly be worth the administrative costs and burden to both the 
private sector and the government. Studies conducted by our outside economic 
consultants indicate that the deductible costs of such a withholding system would largely 
offset the cfe minimis amounts of revenue collected. Indeed, a study we conducted based 
on IRS data indicated a very low average uncollected tax liability (under $9.00 per annum 
in 1982) per independent contractor direct salesperson. 

Many direct sellers will have business expenses which will not be taken into account by 
withholding. Because most direct sellers’ average gross earnings are so low, any 
withholding is likely to result in significant over-withholdii^. Thus, withholding will result 
in a burden on individual direct sellers that wll likely remove some of the financial 
incentive for their involvement in the business— or at least make their entrepreneurial 
activities more difficult. Even should the over-withholding be returned subsequently, the 
direct seller’s cash flow would be unnecessarily and unfairly limited by withholding as to 
make the enterprise less attractive. Also, an initially low collection rate could be the 
proverbial nose of the camel under the tent. This year’s 5% rate could be next year’s 
25%. 

Additionally, many direct sellers are compensated through a multilevel system of 
compensation. Bonuses, commissions and other payments are often “passed through” to 
other salespeople in the multilevel sales structure, i.e., a check to one top distributor is 
divided between that distributor and the other salespeople in his or her organization. 
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known as the “downline,” perhaps numbering in the hundreds. These other salespeople 
then take their earnings and pass on a portion to people they have brought into the 
business who generated sales bonuses for this “upline” distributor. The complexity of 
computing, then imposing, a withholding requirement on these multiple levels of payments 
if obvious and potentially overwhelming. 

Our stwUes also indicate that imposition of withholding could result in a substantial 
reduction in the direct salesforce. A change of status could eliminate up to two-thirds of 
direct selling income opportunities. Withholding is inimical to the micro-entrepreneurial 
nature of our salesforces. As stated previously, we e^imate a loss of 10% of our 
salesforces, or 720,000 income opportunities, should withholding be instituted. 
Withholding is a step in the wrong direction, and it is not in our industry’s or the national 
interest. 

Conclusion 

Industries seeking to protect the independent contractor status have traditionally received 
bipartisan support in Congress. Members of Congress have long understood the 
complexity of this “classification” issue and the need to protect this micro-entrepreneurial 
form of doing business. We are concerned, however, that any attempts to deal with the 
issues raised by this hearing might do inadvertent harm. Until now. Section S30 has 
proven to be the most inclusive, pro-independem contractor safe harbor test that Congress 
could enact. Airy changes to this section of the law, whether they be designed to curb IRS 
abuses or to deal with the problem of misclassifications of employees in some industries 
resulting in competitive disadvantages for some firms, should be carefully handled. 
Inadvertent, unforeseen consequences harmful to industries leghimately using independent 
contractors must be carefully avoided. It is a very complex, economically significant area 
to both corporations and individual entrepreneurs. Experience has shown that there are 
many landmines in this area, and we urge that extreme caution be used in making any 
changes. 

DSA appreciates the attention the subcommittee has devoted to this importam and 
challenging issue. We trust that, as your deliberations continue, the legitimate use of 
independem contractors will be protected and preserved. We also respectfully urge that, 
in any changes in the law that might take place, nothing be done to endanger the statutory 
independent contractor status of direct sellers. By way of background, attached is a 
profile of the types of direct sellers in our industry. 

Thank you for your consideration of our views. We are at your service to expand on this 
statement, to answer any questions you might have or to provide additional information. 

Respectfully submitted. 


Neil H. Offen, vdsglent 
Direct Selling Association 
1666 K Street, N.W., #1010 
Washington, DC 20006 
Telephone: (202)293-5760 
Fax: (202)463-4569 


Itm 

Attachmem 
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Addendum 


Profile of the Typical Individual Direct Seller SmnH Business 

Direct selling is a wdl established method for marketing products directly to consumers, 
primarily in their home, tracing its roots to colonial times Companies within the industry 
market a broad range of consumer products and service, including household cleaning 
products, cosmetics and other personal care products, jewelry, cookware and other 
housewares, educational materials, household decorative products such as baskets, home 
improvement products, food, and vitamins. 

Most direct selling companies within our industry are themselves small businesses. Over 
99% of the individual direct salespeople that market these companies' products are 
independent contractors. Each of these independent contractors is, in effect a small 
business, most of them micro-entreprises. 

Direct selling offers a broad opportunity for these individual entrepreneurs. There are 
virtually no barriers to entry into direct selling > precisely because of their status as 
independent contractors. It is a fieU open to anyone. There are no demands that direct 
salespeople make significant investments, put in a given number of hours per day or week, 
or adhere to any sort of set work schedule. Direct selling is an ideal way for people with 
an entr^reneurial spirit to earn ectra money without experience, without capital, and 
without having to make a full-time commitment to an employer. It is also a wonderful 
career opportunity where the sky is truly the limit. 

As the resuh of this ease of access and flexibility in work arrangements, direct selling has 
wide appeal among women who have significant femily responsibilities, as well as 
substantial numbers of minorities, the elderly, and handicapped persons. Of our over 7 
million independent contractor salespeople across the United States, 70.4% are women. 
Some 12.5% of direct salespeople are Afhcan-Americans, 4.7% are Hispanics, 1% are 
Asians, and .5% are Native Americans or Alaskan Natives. Approximately 4.5% are over 
age 65, and S% have disabilities (three out of four of them with permanent disabilities). 

The overwhelming majority of direct salespeople conduct their direct selling activities on a 
part-time basis Eighty-nine percent of direct salespeople spend less than 30 hours per 
week at direct selling, and many do it only for a few weeks or months per year. Some 
60% engage in (Urect selling for less than 10 hours per week. Based on our latest data, 
only 6% sell for 40 hours per week or more. 

In the great bulk of cases, direct selling serves as a supplement to the family income, with 
the main household income source coming from outside the industry through the full-time 
employment of the direct seller, his or her spouse, or both. (Fifty-six percent of all direct 
sellers have trarhtional employment in addition to their self-employment as independent 
contractor direct salespeople. Eighty-six percent of direct sellers who are married have 
any employed spouse.) For 60% of salespeople, direct selling activities provide less than 
10% of household income and for 72% of direct salespeople, direct selling produces less 
than 20% of family income. 
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Statemrait for the record in support of H.R. 1972 

Ref; 6IAI96 Hearing of Subcommittee on Oversight of the House Committee cm Ways and Means 
Hon. Nancy L. Johnson, Chair 
Submitted by; Ai^lo C. Congello, Sr., C.E.O. 
in bdialf of his ccMT^)any, ENCORE ENTERPRISES, INC. 

57 Leuning Street, South Hackensack, New Jers^ 07606 
This statement is intended to a) express general support for efforts to provide legislative assistance 
to small businesses in industries widi a longstanding uniform practice of using independent 
arntractors b) urge die oversi^ subcommittee to use a bill like H.R. 1972 as die basis of an effort 
to give Icxig overdue relief to sudi industries and c) provide the Subccmunittee with comments on 
questions it has raised. 

The views expressed are based on extensive experience and expertise in an industry with a uniform 
practice of retainii^ independent contractors: die third party advertising sales industry. I ha\« 30 
years of experience both as independent contractor and as C.E.O. of my own business in the 
industry. From 1985-1975. I w^ed as an independent contractor dirougbout the nadon selling 
advertising for published materials dissoninated free of charge including boc^covers for Catholic 
and public sdiools and colleges, on maps distributed by chambers of ccmunerce, on bowling sheets 
used at bowling alleys, cm placemats provided widiout charge to restaurants, for anti-drug bcx^ 
given to schools and taw ofiBcers, for in-room hotel directories provided free to hotels and 
other similar services. 

All the ccxnpanies with wiiich I have been associated used indq)endeni>contractors like myself. To 
this date, persems similarly engaged cootume to be retained as independent contractors. 

In 1975, 1 started my own business selling echicational materials to be provided to schools and law 
enforcement officials without charge and retained ii^lependent contractors who sell the publicarion 
adveitisiiig. My company ttow has four offices, services eigfateoi states aiul cemtinue to use 
independent contractors for advertising revalue. 

I have also served as an expert witness in the U.S. Distria Court for the Northern District of Texas 
in behalf of plaintifF, Advertiser's Dynamic Services Co., Inc., in a case against the IRS. Of note, 
the court found for p laintiff, a company in the same industry as my company. 

The treatment of small business owners in my in&istry and similar rmes vriiich use independent 
contractors by IRS has resulted in a litany of horror stories of excessive poiahies and claims, of 
inconsistencies in classification, in disr^ard of the existing statutory intent (eg., the "Grandfother" 
clause of Section 530, the Safe Harbor rules), and of onerous bureaucratic tests which oftoi leave 
smalt business owners vulnerable Co burdens and punishments out of prcpoiticm to what is involved 
and often in disr^;ard of existing rules. How many small businesses have the resources and 
expertise to resist an IRS judgmoit v^iether just or not. 

To rely on self-pdicing by IRS (as witii foe new classification SetUemoit Program) is to perpetuate 
the existing problons. The IRS must be overseen and given direct guidance by foe Congress to 
rein in overzealousness and to prevent injustice. 

To this end. I support efforts to reduce the 20 focter test to 3 (as in H R. 1972) so Icmg as the 3 
frictor test is defiiied so as to assure that IRS will not indulge in eccentric interpretation of what 
constitutes compliance. For example, foe criterion of "clear, written a g reement" between ccxnpany 
and contractor is a subjective criterion unless a ntedel is provided. Moreover "independence" is 
difreroitiy defined in dififormt industries. Fca' example, payment of rent may be appix^riate in 
office-based sales activity (as in travel) but not in industry which is freld-based. Criteria must 
be sufficioitly flexible to include all appropriate infoistries. Perhaps the existing Congressicmal 
latitude afforded the Real Estate industry should be extended to our industry. 

We appreciate the desire of IRS to cdlect taxes to which foe government is oititJed and their 
concern that such enforccmoit is made more difficult by some independent contractors who take 
liberties. But, it is unfoir to make companies which have met their statutory obIigati(xis pay for a 
frulure in the collection system for wfaidi foe company has no responsibility. To relieve this 
problon, I suggest that, in addition to the r^lar filing of 1099 i^rmatim, the law be modified to 
permit cempanies to withhold and submit 20% of an independent contractor's ccxnpeosation to 
assure subsequent filing and compliance by Independent Dxitractors. We would be glad to assist 
IRS in sudi a frishi<m wiiidi, ultimately, benefits everyone. 

U. 

The committee has raised several questions and the ff. comments supplement what has been stated 
above; 

. Are the prennised IRS worker classificaticxi initi^ves adequate to foe problem? 

The history of IRS cmnptiance activities without clear l^isl^ve directiem and oversight suggests 
not (see above). Moreover, the classificati<xi pro^dures still leave too wide a latitude for IRS to 
engage in idiosyncratic interpretatKn and still penalize small businesses in a dispix^rticmate 
foshioi. Citatkm of ^prqiriate case law (as in the above mentic»ed Texas Court) would help. 

. Should Sectiem 530 be modified to apply for income tax purposes? 
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Any Secti<Mi 530 modification is acceptable so long as it strengthens the rights and protecticxis to 
which small businesses^ in industries which have an historical unifisrm practice of using 
independent contractors are entitled. My experience and that of colleagues in my industry indicate 
that IRS is fiequently insufficiently informed as to an industry's sc(^ and, in ignorance, i^)plies a 
narrow constnial to woricer classifioUitm. 

We would strongly support die eliminarinn of retroactive penalties particularly w^iere ambiguity of 
interpretation exists. In particular, to assess retroactive penalties in situations i^re the 
ind^endent c<mtractors have met their tax c<xnpliance responsibilities is bizarre and unl&ir. 

. SlKMjld Safe Harbor rules be classified to address the l^islation's liberal intent as guidance to 
IRS? 

IRS must be given explicit guidance particularly whne longstanding industry practice is involved. 
”Reas<xiable basis" should be accorded a reasonable interpretatitm. IRS is, historically, on the 
margin in determining reasonableness. Without directuxi, IRS will continue to interpret narrowly 
and unreasonably 

. Should "significant segment" of an industry be defined? 

Such definition should be industry-specific and ml^ be based on input from experts in diat 
industry (such as myself)- IRS tends not to have a clear conception of the industries involved and 
has oftoi Judged small business arbitrarily. 

. I have already addressed Independent Contractor Tax Cennpliance above. Withholding, as 
described, would improve con^liance without penalizing small business classification ri^its. 

This will also address an IRS priority by identifying Independent Contractor by correct S.S. # and 
easing subsequent collecticm of S.S. taxes as well. 

. One last item which may interest the ctmunittee deals with benefits. I believe Congress should 
extend to Independent Agents the right to participate in company wide group health and other 
benefit plans. I believe that this would meet a naticmal priority (making affordable health care 
available to all) and a amipliance priority (encouraging Indepesvlent Contractors to meet feeir 
statutory obligations so as to participate). It would also add stability to industries with 
longstanding indepoident contractor arrangements . 

The above views reflect the experience of ooe who has for thirty years participated in such a large 
iiKlustry using cootractors and reflects a desire fiM* strengthening ti)e ccMnpIiance system in the 3rd 
party advertising sales UKlustry (estimated to be a five bilUrxi dollar industry) while assuring lawful 
and fair treatment for small businesses in the industry. 
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INDEPENDENT BAKERS ASSOCIATION 

P.O. Box 3731 • Washington, OC 20007 • (202) 333*8190 « Fax (202) 337-3809 

STATOfBNT OF THE INDBPBNDEtrr BAKERS ASSOCIATION IN SUPP(»IT 
OF R.R. 1972 TO CLARIFY THE BfPLOYNBNT TAX STATUS OF 
INDEPENDENT C(»TTRACTORS 


Hearings on H.R. 1972 
United States House of Representatives 
Hays and Means Conmlttee 
Oversight Subcomnittee 
June 4 and 20, 1996 

The Independent Bakers Association (IBA) fully supports the 
efforts of Congressman Jon Christensen (R-NE) and the other 
cosponsors of H.R. 1972 to clarify the employment tax status of 
independent contractors. IBA is a Washington, D.C. -based national 
trade association of 360 small- to medium-sized, mostly family- 
owned, wholesale bakeries and allied industry trades. 

The independent contractor issue has long been an issue of 
uncertainty and significant unnecessary expense for the baOcing 
industry. This is particularly true of small- to medium-sized 
baking coo^anies who do not have the resources or the time to fight 
a government agency, such as the IRS, with its unlimited resources 
and little understanding. 

Many bakeries are selling delivery routes emd territories to 
independent distributors. These distributors then purchase product 
from the bakeries and sell it to retail establishments. They are 
then able to grow the business through active promotion of the 
product. This arrangement benefits both the route distributor amd 
the badcery. These independent contractors are particularly 
affected by the current laws because "bakery drivers" are 
classified by statute as en^loyees for employment tauc purposes, 
even if they are treated as independent contractors for income tax 
purposes. Section 3121(d)(3)(A) of the tauc code specifically 
classifies bakery drivers as enployees for this purpose. The 
current law was written in the 19508 when baUceries typically 
distributed their products door-to-door. This is no longer the 
case. Instead, these products are often distributed by individuals 
owning their own territories, who purchase their products directly 
from the badceries amd who distribute the products to coninercial 
customers for resale. 

Application of the statutory enployee rules to bakery product 
distributors creates numerous technical difficulties. First the 
distributor is required to coopute his or her Income in two 
separate ways - once as am ettployee amd once as a self-enployed 
individual - since certain expenses are deductible for self- 
enployed individuals amd not for enployees. Second, the 
distributor system, as it has evolved through the years, has no 
resemblamce to a wage-based system. If a baUcery is required to 
treat the distributor as an employee, what amoimt does the badcezy 
report to the distributor and to the IRS as wages paid? The 
distributor resells the product to retailers or other wholesalers, 
the beUcery has no information about how much profit the distributor 
has made. The distributor's income is the profit from the 
turnover. If the badcery were to report the price paid by the 
distributor for the product, this would grossly overstate the 
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amount of Income actually earned by the distributor since it would 
fail to take into account the purchase price of the products and 
any of the distributor's other expenses. Third, classification of 
distributors as statutory eti^loyees is particularly confusing in 
light of the fact that many distributors have their own eti^loyees. 
In particular, distributors with large, heavily populated 
territories may have several enployees and operate in corporate 
form. It is simply unclear how a corporation can be an employee. 
Finally, the independent contractor form of distribution arose due 
to its efficient manner of operation for the bakery and potential 
opportunities for the distributors. By moving incentive away from 
this form of distribution, current law lowers bakeries' 
profitability and stifles individual entrepreneurship. 

Congressman Jon Christensen’s legislation would supersede 
Section 3121 and allow bakery distributors to be treated as all 
other independent contractors in our economy. IBA understands the 
Committee's concern that this legislation should not be a vehicle 
for individuals and con^einies to avoid paying taxes. However, we 
feel that in the case of bakeries, something must be done to change 
the inconsistencies in the current law. H.R. 1972 would allow 
bakeries the simple right of being treated like other independent 
members of the economy. 


Robert Fanelli, Chairman 
Sam Filippine, Vice-Chairman 
Independent Contractor Committee 
Independent Bakers Association 
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STATEMENT OF MICHAEL F. WEISBARO 
OF CHANDLER SYSTEMS, INC 
ON BEHALF OF 

INDIANA SOFTWARE ASSOCIATION 


Submission to U.S. House of Representatives 
Ways & Means Committee / July 5, 1996 


STANDING TO SUBMIT_ 

Submitted by; Michael F. Weisbard, Chair, Legislative Committee, 
the Indiana Software Association ("ISA”) . The ISA is an Indiana 
Not-For-Profit trade association. Mr. Weisbard's office address 
is c/o Chandler systems, Inc., 1844 W. Century Way, Indianapolis, 
Indiana, 46260. Telephone: 317-872-9925. 

THIS SUBMISSION IS IN RESPONSE TO HEARINGS HELD BY THE COMMITTEE 
ON June 4th and 20th, 1996. In Press Releases # OV-13 and OV-14, 
Chairperson Nancy L. Johnson (R-CT) , asked concerned citizens to 
comment upon the impact of Section 530 of the Revenue Act of 1978 
(P.L. 95-600) and upon changes to the law as proposed in H.R. 

1972 and H.R. 582. 

I believe that these comments reflect the feelings and 'analysis 
of a majority of the Software Association member firms located in 
the State of Indiana. This represents something over 65 firms. 
Opinion and analysis from various member firms was gathered by 
discussions, phone calls, Internet messages, and review of this 
submission by interested members of the Assocation. 


TAXPAYERS' BACKGROUNDS 

The Indiana Software Association ("ISA") is made up of over 65 
member firms. The majority of these firms employ programmers and 
other technology workers in the research, development, and on- 
going support of their products and services. 

One member firm is publically held and its stock is traded on the 
NASDAQ. Most of the software development firms within the ISA 
have employed independent contractors in order to obtain 
specialized skills and/or to meet project schedules. 

The software field is characterized by rapid and frequent change 
and increasing complexity. This creates constantly-changing 
needs in our member firms for skills, often just for specific 
projects or short-term work periods (eg, less than 12 months). 

Other allied firms that are ISA members include several law firms 
with Intellectual Property practices; and several CPA and 
accounting firms that audit and/or advise software firms that are 
located in Indiana. 


LEGISLATIVE BACKGROUND AND PROBLEMS WITH PRESENT IRS PRACTICES 

The classification of workers as either employees or independent 
contractors for Federal tax purposes has traditionally been 
determined under common law (i.e., nonstatutory) rules. 

Employment classification issues have long been the subject of 
considerable controversy between taxpayers and the IRS. In the 
late 1960s, the IRS significantly increased its employment tax 
audit activities. 
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In cases when the IRS prevailed in reclassifying workers from 
independent contractors to employees under the common-law test, 
the employing business were assessed significant amounts for 
Social Security and Medicare taxes (PICA) and Federal 
Unemployment Tax Act (FUTA) taxes on behalf of the reclassified 
employees. This occurred even though the formerly-lndependent 
contractors had fully paid their liabilities for self-employment 
and income taxes. Further, in many reported oases the back-tax 
liedsilities assessed against businesses were so large that the 
companies were forced into bankruptcy. 

In response to this problem. Congress enacted section 530 of the 
Revenue Act of 1978 (P.L. 95-600). This provision generally 
allows a taxpayer to treat a worker as an independent contractor 
for employment tax purposes, regardless of the actual status 
under the common-law test, unless the taxpayer has no reasonable 
basis for such treatment. 

This section 530 safe harbor was intended to alleviate what 
Congress perceived as overly zealous pursuit and assessment of 
taxes and penalties by the IRS against employers who had, in good 
faith, mlsclasslfled their employees as independent contractors. 
The legislative history of this provision indicates that the 
Congress intended for the section 530 safe harbor relief to be 
liberally construed and applied by the IRS. 

In recent years the IRS has again stepped up its enforcement 
efforts with regard to employment tax issues, particularly with 
regard to small businesses with assets of $3 million or less. 
However, many small businesses undergoing employment tax audits 
do not have the financial resources necessary to litigate adverse 
determinations by the IRS even where the IRS's determination is 
erroneous. Moreover, those who do appeal IRS efforts to 
reclassify their workers and successfully prevail in litigation 
often incur hundreds of thousands of dollars in management costs, 
as well as accountant and attorney fees, during the examination 
and administrative appeals phases. 

The Internal Revenue Code section 7430 provides for the payment 
of attorney fees and certain costs by the Federal Government when 
taxpayers substantially prevail on the merits of their tax 
disputes with the IRS and the IRS's position was not 
substantially justified. However, this provision only applies to 
litigation costs incurred in connection with a court proceeding. 
The management costs are rarely, if ever, recovered. 

At the 1995 White House conference on Small Business, a 
legislative solution to the problem of the IRS's aggressiveness 
in recharacterizing Independent contractors as employees was 
ranked the number one priority among small businesses. 

Several bills have been Introduced in this session of Congress to 
clarify the rules for classifying workers for Federal tax 
purposes, including H.R. 1972, the "Independent Contractor Tax 
Simplification Act of 1996," introduced by 

Representative Jon Christensen, and H.R. 582, the "Independent 
Contractor Tax Fairness Act of 1995," introduced by 
Representative Jay Kim. 
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The Subcommittee hearings in June examined current problems with 
regard to classification of workers for tax purposes, including 
the IRS's handling of employment tax audit issues and reasons for 
its failure to liberally construe and administer the safe harbor 
rules created by section 530 of the Revenue Act of 1978. In 
addition, the Subcommittee received testimony on proposed 
legislation to clarify the tax laws relating to worker 
classification (e.g., H.R. 1972 and H.R. 582). 

The sponsor of H.R. 1972, Rep. Jon Christensen (R-Neb) , has 
written a concise description of his bill in the June 6th edition 
of the Wall Street Journal , which we quote; 

"Unlike past attempts to resolve the issue, this 
legislation does not define who is an employee, but 
rather who is an Independent contractor. To qualify 
under this alternate test, an individual must fulfill 
not 20 factors, but three: Investment, Independence and 
contract. 

First, a worker must Invest in his own training or 
assets. Second, the worker has to show some 
independence from the agency, for example by paying a 
fair market rent for use of the service recipient's 
place of business. Finally, the parties must describe 
their relationship in a clear written agreement." 


EXPECTED IMPACT OF PROPOSED CHANGES ON TAXPAYERS' BUSINESS 
PRACTICES 

We forsee several benefits from creating greater certainty as to 
"Independent Contractor" versus "Employee" status for workers in 
the field of software technology: 

(1) More mobility, enabling people having critical skills 
to move to projects and companies where they're most needed, 
to the benefit (efficiency) of the American economy. 

(2) Reduced costs to software development firms, resulting 
in more cost-efficient operation. Again, this provides a 
net benefit to our economy and our nation's competitive 
position. 

(3) The proposed legislation (H.R. 1972) would provide a 
clearer and statutory definition as to who is an independent 
contractor. Providing an alternative test to the present 
complex IRS "20-Faotors" questionnaire will reduce audit and 
appeals costs for both the Internal Revenue Service and for 
businesses. 

The question may be raised, as to whether the "contract" 
requirment would be a new burden to software firms and 
independent contractors in this field. It is our belief that no 
new burden would be created. Under section 530, a taxpayer is 
relieved from Federal employment tax liability when it can 
demonstrate that, in classifying its workers as independent 
contractors, it reasonably relied upon: "a long-standing 
recognized practice of a significant segment of the taxpayer's 
industry" . 
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Many firms that engage Independent contractors already require 
contractual documents that specify Intellectual Property Rights 
and establish Non-Disclosure obligations. Thus, the relevant 
existing practice in the software field Include significant 
aspects of the "written contract" as required in H.R. 1972. 


RECOMMENDATIONS & REQUESTED ACTION 

1. This legislation (H.R. 1972) should be passed so as to bring 
long-needed certainty and simplification to this area. 

2. The rules should be revised to encourage labor (skills) 
mobility within the software industry. It is in the national 
interest to encourage greater mobility of educated, skilled 
technology workers between companies. It is also clearly in the 
interest of individuals to be able to undertake work among a 
variety of firms as Industry needs change. 

3. The Congress should protect, by law, a long-standing, bona- 
fide and recognized practice of a significant segment of the 
software (e.g., taxpayers') Industry. 

4. The section 530 safe harbor rules should be modified to 
apply to Income tax purposes as well as employment tax purposes. 
The basis for taxation arises out of a singular transction and 
therefore should be treated uniformly and consistantly. 

5. The Indiana Software Association prefers H.R. 1972 over H.R. 
582, the "Independent Contractor Tax Fairness Act of 1995" 
Introduced by Representative Jay Kim, for two reasons: 

(1) H.R. 1972 appears clearer in its text, intent, and 
expected Implementation; and 

(2) H.R. 1972 appears to be a simpler solution to the 
issues investigated by the committee. Simplicity is a 
virtue here, leading to better complience and reduced IRS 
costs to audit and secure enforcement of the law. 



Michael F. tteisbard 
for the Indiana Software Association 


cc: Indiana Congressional Delegation (listed by district) 


Rep. Peter J. Visclosky 
Rep. David McIntosh 
Rep. Tim Roemer 
Rep. Mark Souder 
Rep. Steve Buyer 
Rep. Dan L. Burton 
Rep. John T. Meyers 
Rep. John Hostettler 
Rep. Lee H. Hamilton 
Rep. Andrew Jacobs, Jr. 


(Indiana 1) 
(Indiana 2) 
(Indiana 3) 
(Indiana 4) 
(Indiana 5) 
(Indiana 6) 
(Indiana 7) 
(Indiana 8) 
(Indiana 9) 
(Indiana 10) 
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INTERNATIOKAL ASSOCIATION FOR FINANCIAL PLANNING 

5775 Olenridge Drive, NX, Suite B-300, ATLANTA GA 30328 

WRITTEN TESTIMONY ON WORKER CLASSIFICATION FOR TAX PURPOSES 

HOUSE WAYS AND KEANS SUBCOMKITTEB ON OVERSIGHT 
JUNE 20, 1995 HEARING 

This statement is submitted in connection with the hearings 
of the Subcommittee on Oversight, held on June 4 and June 20, 
1996, on current issues relating to the classification of workers 
as employees or independent contractors for Federal tax purposes. 

The International Association for Financial Planning (lAFP) 
is the oldest and largest membership association serving 
financial planning. Our over 14,000 members are guided by the 
principle that everyone needs objective advice to make good 
financial decisions. The financial planning process is client- 
centered, rather than product -centered and includes an analysis 
of the client's current situation; determination of the client's 
needs, goals and objectives; formulation of a written plan of 
action, and implementation and ongoing review of that plan. The 
membership includes over 100 broker/dealer firms. There are over 
75,000 individuals associated with these firms as registered 
representatives, most of whom are actively engaged in providing 
financial planning services to the public. These services 
include asset management, retirement and estate planning, 
budgeting, accounting, tax return preparation, processing of 
transactions involving investment assets (including stocks, 
bonds, mutual funds, variable annuities, limited partnership 
interests and real estate), and insurance brokerage. 

This statement addresses the application by the IRS of the 
20-factor common law test — and in particular those factors 
that indicate whether a service recipient "controls" the manner 
and means by which the worker performs the work — to the 
securities industry. In the securities industry, as in many 
regulated industries, government and self -regulatory agencies, 
such as the National Association of Securities Dealers (NASD) 
issue detailed rules and regulations on how the work must be 
done. In the securities industry, these rules are designed 
primarily to prevent fraud, undue influence and misrepresentation 
in the sale of securities. The securities agencies also impose 
upon the broker/dealer the duty to "supervise" the sales 
activities of the registered representatives associated with it 
to ensure compliance with these rules and regulations. The IRS 
has generally attempted to treat activities undertaken by a 
broker/dealer reasonably to comply with this quasi -governmental 
duty to supervise as evidence of control within the intendment of 
the common law test . 

We respectfully urge Congress to clarify the law to state 
explicitly that activities undertaken by a service recipient 
reasonably to satisfy the duty imposed on it to supervise the 
worker's activities to ensure compliance with regulatory rules 
and regulations should be a neutral factor and should not be 
treated as evidence of employee or independent contractor 
classification . 

A. The Clarification Is Necessary To Prevent the IRS From 

Misapplying the Common Law Test to Reclassify As Employees 

Workers In Regulated Industries Who Have Historically Been 

Treated As Independent Contractors. 

The securities industry provides a prime example of how the 
IRS has misapplied the common law control test to reclassify 
workers as employees in a regulated industry. 

In the securities industry, both the registered 
representative and the broker/dealer with which he or she is 
associated are subject to the rules and regulations of the 
Securities Act of 1933, the Securities and Exchange Act of 1934, 
and the rules of self regulatory organizations such as the NASD. 
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Under these rules, a broker/dealer has the duty to supervise the 
registered representative with respect to his or her adherence to 
the regulations of the Securities and Exchange Commission and the 
NASD. 


Under the regulatory regime established by the SEC and self- 
regulatory organizations, the broker/dealer, in effect, acts as a 

surrogate for the regulators by monitoring and policing sales 

activities to assure that the registered representatives do not 
engage, or come close to engaging, in fraudulent, misleading, or 
overreaching practices . However, this is a far cry from 
exercising control to ensure that the manner and means employed 
by the registered representative in performing his or her work 
are best suited to serve the interests of the broker/dealer. In 
this context, the do's and don'ts of the broker/dealer are 
nothing more than an implementation of the do's and don'ts of the 
regulator. They are not controls which are designed to maximize 
the profits of the broker/dealer's business. To the contrary, 
they represent additional costs to the broker/dealer, which it is 
required to bear to maintain its registration. 

This may be illustrated by the relationship between 
broker/dealers and registered representatives in the financial 
planning industry. Many financial planners are licensed as 
registered representatives so that they can initiate securities 
transactions on behalf of their clients. In order to provide 
this service, a financial planner is required by law to be 
associated with a broker/dealer who processes the transactions, 
shares in the sales commissions, and is charged with the 
responsibility of supervising the transactions to assure 
compliance with securities rules and regulations. As described 
above, however, financial planners perform a wide range of 
financial services for their clients, of which the handling of 
securities transactions may comprise a small part. The 
broker/dealer generally has no involvement in these other 
activities — it does not exert any control over them, and does 
not receive any remuneration from them. 

Financial planners generally have substantial investments in 
facilities {either owned or leased) and equipment; they decide 
their own work hours, the portion of those hours that is devoted 
to the sale of securities, and the content and order or sequence 
of their work (except to the extent they follow procedures 
established by the broker/dealer with regard to securities 
transactions) ; they hire their own assistants; they do not 
perform the work on the broker/dealer's premises but rather on 
premises owned or leased by them or by another financial planner; 
they furnish their own tools and materials; and they have the 
opportunity for profit and risk of loss. 

However, even though many of the common law factors point 
strongly towards independent contractor status, the IRS has 
continued to focus on the broker/dealer's "duty to supervise” 
registered representatives to assure their compliance with the 
securities laws and has sought to base reclassification on this 
factor. In doing so, the IRS has failed to distinguish between 
controls that are imposed on a worker by the recipient of his or 
her services to enhance or maximize the benefits to the recipient 
and controls that are imposed on the worker to comply with 
government or other regulatory requirements. In the latter case, 
it is the government or regulatory organization, not the service 
recipient, that is concerned with the "manner and means" by which 
the worker performs the job. 

We therefore propose clarifying the common law test to make 
it clear that supervisory activities imposed upon, and reasonably 
undertaken by, a service recipient to assure that the worker 
complies with government or self -regulatory agency rules and 
regulations should not be treated as evidence of independent 
contractor or employee status. 
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B. 


There_^^e Sound Policy Reasons for Adopting the Proposed 


The IRS's misapplication of the common law control test to 
situations, such as described herein, arising in regulated 
industries has created a tension in these industries between tax 
and regulatory policies. While the service recipients are 
encouraged {indeed required) by the industry regulators to 
implement and strengthen existing supervisory procedures to 
assure compliance with agency rules and regulations, they are 
discouraged from doing so because of the IRS's reliance on such 
procedures to reclassify the workers as employees. These 
conflicting policy objectives would be brought into harmony under 
the proposed clarifying legislation. 

C. The Proposed Clarification Is Consistent W ith the Case Law. 

Although we are not aware of any case law that addresses 
this issue in the tax area, case law in other relevant areas 
holds that actions taken to comply with government regulation are 
not considered "controls" imposed by the service recipient under 
the common law test . 

For example, North American Van Lines. Inc, v. N.L.R.B. . 869 
F.2d 596 {D.C. Cir. 1989), involved the employee/independent 
contractor classification of truck drivers for purposes of the 
National Labor Relations Act. There the court held that the 
trucking company's "efforts to ensure the worker's compliance 
with government regulations even when these efforts restrict the 
manner and means of performance, do not weigh in favor of 
employee status . " The court reasoned that the trucking company 
"cannot evade the law . , . and in requiring compliance with the 
law [it] is not controlling the driver; [i]t is the law that 
controls the driver." Id. at 599. 

Similarly, in Local 777, Democratic U. Organizing Com, v. 
N.L.R.B. . 603 F.2d 862, 875 (D.C. Cir. 1978), in responding to 
the Board's argument that the "extensive regulation of taxi 
drivers by municipal ordinance gives the companies control over 
the drivers' conduct on the job," the Court stated that 
"Government regulations constitute supervision not by the 
employer but by the state . " 

The proposed clarification is designed to ensure that, in 
the tax area as well, the IRS adheres to this established legal 
doctrine . 

D. Conclusion 

We appreciate the opportunity to present this issue of great 
significance to the securities industry and urge Congress to 
clarify current law to prevent the IRS from misapplying the 
common law test to find employee status on the basis of a 
broker/dealer's duty to supervise to ensure compliance with the 
securities laws and regulations. 
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STATEMENT OF THE INTERNATIONAL BROTHERHOOD OF TEAMSTERS 
ON EMPLOYMENT CLASSIFICATION ISSUES 


This statement is submitted by the International 
Brotherhood of Teamsters C'lBT**) . While the IBT did not present 
oral testimony at the June 4, 1996 Subcommittee hearing, its 
absence from the hearing should in no way be interpreted as a 
lack of interest in the subject of employment classification 
issues in general, and H,R, 1972, in particular. As a labor 
organization which represents approximately 1.4 million members, 
the IBT has a very strong interest in any legislation which 
affects worker classifications. The IBT submits this statement 
in opposition to H.R, 1972. 

BACKGROUND 


The Internal Revenue Code does not currently set forth 
criteria for classifying a person as an employee or an 
independent contractor. Rather, workers are classified as either 
employees or independent contractors by statute, under a "safe 
harbor" provision contained in section 530 of the Revenue Act of 
1978, or by applying a subjective test using a list of twenty 
questions developed by the Internal Revenue Service ("IRS") in 
the context of litigated cases. 

SUMMARY OF POSITION 

The stated purpose of H.R. 1972 is to clarify the 
definitions of employee and independent contractor for purposes 
of federal tax laws. However, the proposed language fails to 
accomplish this purpose. Indeed, its real purpose is to make it 
easier for employers to seek to classify their workers as 
independent contractors rather than employees, thereby leaving 
many legitimate employees without benefits to which they are 
legally entitled. H.R. 1972 also has the potential to deprive 
the federal government of billions of dollars in employment tax 
revenues. H.R. 1972 is a poorly crafted and unnecessary bill 
which, if enacted into law, would be harmful to thousands of 
hard-working Americans and potentially destructive of efforts to 
balance the federal budget. It should not be approved by the 
Subcommittee . 

DISCUSSION 

I . H»R. 1972 Creates More Ambiguity, Not Less 

H. R- 1972 would substitute a three -part statutory test 
for the IRS' twenty question test to determine whether workers 
are employees or independent contractors. More specifically, 

H.R. 1972 provides that in order to be considered an independent 
contractor the worker or employer must demonstrate that ; 

I. One of the following five requirements are met: 

(i) the worker has made significant investments in 
assets and/or training; (ii) incurs significant 
unreimbursed expenses; (iii) agrees to perform the 
services for a particular amount of time or to 
complete a specific result and is liable for 
damages for early termination without cause; (iv) 
is paid on commission, or (v) purchases products 
for resale; 

2. One of the following two requirements are met: 

(i) the worker has a principal place of business, 
does not primarily perform services in the service 
recipient's place of business, or pays a fair 
market rent for use of the seirvice recipient ' s 
place of business, or (ii) the worker is not 
required to work exclusively for the employer and 
the worker's services are performed for others, 
the worker's services are marketed to others, or 
the services are performed under a trade name; and 
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3. The services are provided pursuant to a written 
contract clarifying the independent contractor 
status of the service provider. 

This new three -part test is no less ambiguous than the 
old test in that it fails to define several key terms contained 
in the above-quoted language. For example, it is not at all 
clear what would constitute "significant investments," 
"significant unreimbursed expenses," or "a particular amount of 
time." As a result, confusion and litigation between taxpayers 
and the federal government is certain to continue or even 
increase. Taxpayers and the IRS are certain to interpret these 
vague terms in a way most favorable to their respective 
positions. Resolution of which interpretation is correct will 
inevitably require further litigation. Accordingly, H.R. 1972 
does not serve its stated purpose of clarifying the law and 
reducing litigation between taxpayers and the government. 

The effect of this ambiguity will be to encourage 
employers to interpret the new law broadly to allow them to 
classify or re-classify their workers as independent contractors 
rather than employees. Until such employment classification 
issues are resolved through litigation, many workers will lose 
their status as employees, with the significant resulting 
consequences discussed below. 

II* The Real Purpose of H.R, 1972 Is to Make It Easier 
to Claasif y i*^p lovees as Independent Contractors 

Instead of clarifying existing law, H.R. 1972' s real 
purpose is to make is easier for employers to seek to classify or 
re-classify their workers as independent contractors rather than 
employees. H.R. 1972's standards for independent contractor 
status arguably are relatively easy to meet. For example, if a 
worker has some college education or vocational training 
(arguably a significant investment in assets and/or training) , 
performs services for at least two people (the worker does not 
work exclusively for the employer) , and has a written contract 
with each such person, the worker could be considered an 
independent contractor. This lower threshold, coupled with the 
safe harbor provision of section 530, gives employers a great 
deal of discretion in classifying or re-classifying their workers 
as independent contractors rather than employees. 

Ill , Consequences o f g«r>l ovinent Classification 

Classification of a worker as an independent contractor 
rather than an employee has significant consequences for both the 
employer and the employee . By classifying a worker as an 
independent contractor, the employer escapes its liability for 
payment of federal taxes and social security with respect to that 
worker. It also permits the employer to exclude the worker from 
insurance, retirements plans and other benefits available only to 
employees . While in the short run this may save employers some 
money, in the long run, it would be a drain on our economy. 

Independent contractors have to provide for their own 
insurance, which is generally more expensive when not done as 
part of a large group plan. Many independent contractors may be 
uninsured or underinsured because they are unable to afford the 
proper amount of insurance . We as a society end up paying for 
that deficiency through emergency, rather than preventative, 
medical care and higher insurance premiums. 
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In addition, independent contractors may not be able to 
set up their own retirement plans because of the significant 
expense and burden involved. By contrast, participation in an 
employer's 401k or other group retirement plan is simple and 
convenient and the administrative costs are generally borne by 
the employer. The burden and expense of setting up an individual 
plan may discourage independent contractors from saving for their 
retirement. In addition, even if independent contractors make 
the required investment to set up an independent retirement plan, 
certain investment options may be closed to them or more 
expensive because they do not have sufficient buying power. 
Accordingly, independent contractors will have a more difficult 
time saving and investing for their retirement than they would if 
they were able to participate in an employer's 401k or other 
retirement plan. As our population ages and stretches the limits 
of social security, it will become increasingly important that 
our elderly have an adequate retirement plan of their own. 

Independent contractors also may not be eligible for 
other benefits, such as life and disability insurance, paid 
vacation and sick leave, unemployment compensation, worker's 
compensation, etc. Their wages may be lower and they will be 
unable to organize a union to protect their rights and better 
their employment situation. Hence, the potential financial and 
emotional consequences of being classified as an independent 
contractor rather than an employer are tremendous. 

In addition, if unscrupulous employers are able to 
secure lower costs by stretching the statutory language to 
classify their workers as independent contractors, such employers 
will have an unfair competitive advantage over employers who 
retain their traditional employees and pay them for the benefits 
to which they are entitled. 

Classifying workers as independent contractors also 
means that employers avoid paying federal taxes and social 
security for those workers. It is well established that the 
compliance rate for reporting and payment of taxes is much higher 
in cases where the wages are paid to an employee rather than an 
independent contractor. Joint Committee on Taxation, Present Law 
and l.asu es Relating to Classification of Wo.rker.s__a5 Employees or 
Independent Contractors (JCX-23-96), June 3, 1996, at p. 25. 
Furthemiore, an independent contractor classification may reduce 
the amount of taxes owed. Id. at pp. 34-35. Hence, under H.R. 
1972, the federal government stands to lose billions of dollars 
in potential tax revenue. 


CONCLUSION 

The IBT recognizes the plight of employers and 
legitimate independent contractors who suffer from ambiguous laws 
and zealous Internal Revenue Service agents. Accordingly, the 
IBT supports proper reform of the tax code to address these 
issues. However, H.R. 1972 is not the solution. 
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JUNE, 1996 

STATEMENT OF MITCHELL ROUSE 
PRESIDENT 

INTERNATIONAL TAXICAB AND LIVERY ASSOCIATION 


The International Taxicab and Livery Association ("ITLA") 
irepresents more than 800 small businesses that provide taxied, 
livery ("executive sedan") , and limousine service in conmunities 
across America. 

As an association of small businesses, most of whom lease 
vehicles to drivers who are classified by the IRS as independent 
contractors under the conmon law "right to control" test, ITLA 
strongly supports both the purpose and the provisions of HR 1972. 
We applaud Congressman Christensen and his more than 210 
co-sponsors for their willingness to tackle a topic that has 
vexed both tax collector and taxpayer for 25 years. 

With minor changes to clarify its application to the passenger 
transportation industry, HR 1972 should be enacted because it would 
clarify the law, leading to higher rates of tax coiTipli2Lnce, more 
evenhanded enforcement by the IRS, and, in our industry, iirproved 
taxicab and livery service. (We have provided our recomnended 
changes to Congressman Christensen.) 


Company-driver contracts 

The majority of taxicab and livery businesses in the United 
States lease their vehicles (using written leases) to drivers who 
are classified as independent contractors, pursuant to Rev. Rul. 
71-572 ( Situa^on 2 ) , 1971-2 C.B. 347 (copy attached) . Under 

Situation if the lease is for a fixed rate, the company has no 
interest in the fares and tips received by the driver, and the 
company is not otherwise entitled to control the driver and the 
conduct of his work, the driver is deemed to be an ind^>endent 
contractor . 


Changes in the law are required 

With a few notable exceptions, ITLA menbers have been able to 
avoid classification controversies with the IRS because of the 
existence of Rev. Rul. 71-572. However, the IRS* interpretation of 
the comnon law "the right to control" test has been so stringent 
that it has resulted in deterioration of service in the taxicab 
industry. This is because companies are uncertain whether, for 
example, they can require the driver to adhere to a dress cocte, or 
to satisfy particular standards of cleanliness and courtesy towards 
passengers. These facts are not addressed in Rev. Rul. 71-572, and 
one court has ruled that, for purposes of the National Labor 
Relations Act, drivers who were subject to a dress code were 
employees.* This is inportant both to taxicab passengers and 
drivers. A driver's poor conduct and/or slovenly appearance has 


* City Cab of Orlando, Inc., v. N.L.R.B. , 628 F.2d 261, 265 
(D.C. Cir. 1980) . But see Local 777, etc. vT N.L.R.B. , 603 F.2d 
862, opinion on rehearing , 603 F.2d 891, 902 (D.C. Cir. 1978) 
dress restriction limited to a "no sandal" rule is a "very 
minimal” control) . That the same court has drawn fine lines over 
the extent of a dress code is itself evidence that the law needs 
to be clarified. 
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a negative intact on passengers who will seek to meet their 
transportation needs in an alternate manner (e.g., rental cars, 
executive sedan services, airport shuttle vans) . Less obvious is 
the adverse consequence suffered by the professional taxicab 
drivers who provide quality service. Drivers in the same cc»cpany 
may lose the opportunity to serve that passenger in the future 
due to the strong probability that the passenger will select a 
different taxicab conpany, and all taxicab drivers are harmed as 
dissatisfied passengers siiiply use taxicabs less often. 

While the IRS' recent initiatives, to inprove agent training 
and to resolve classification issues more quickly, are helpful, 
they do not address the underlying problems: lack of clarity in the 
law and the IRS' institutional bias against coirpanies that engage 
independent contractors. 

Clarify the law . The Subcccnnittee has heard the litany of 
complaints ^ numerous witnesses about the difficulty of complying 
with the cofimon law test, and how "errors" in judgment can lead to 
assessments by the IRS that are overturned, if at all, only after a 
long, arduous, and expensive battles with the IRS bureaucrats or in 
the court. This should not be! The "bright-line" test in HR 1972 
will not only help both businesses and the IRS to prof>erly classify 
workers , but will enable businesses that engage independent 
contractors who perform services for third parties, including taxi, 
livery, and limousine drivers, to require those independent 
contractors to satisfy standards of conduct that do not materially 
affect the independence of the driver. 

Eliminate arbitrary enforcement . Enactment of HR 1972 would 
also help eliminate the liliany of complaints about arbitrary and 
capricious enforcement by the IRS. For exairple, in 1975, one taxi 
company obtained a private letter ruling from the IRS National 
Office, concluding that the drivers to whom it leased taxicabs 
were not enployees. Ten years later, the coctpcmy was audited, and 
the collections officer, in violation of the IRS * own rules > 
reclassified the drivers and pr^dosed to assess the conpany 
$3 million in taxes and penalties. Although this action was 
subsequently overruled by the IRS National Office, the process took 
three years and over one hundred thousand dollars in legal fees. 
HR 1972, if properly followed by the IRS, would put a stop to this 
kind of nonsense. 

Help new industries comply . Finally, HR 1972 would help many 
companies in industries that have grown up since 1978, and thus, do 
not have published revenue rulings to guide their classification of 
workers. In particular, HR 1972 would help ITIA m&nbers who lease 
limousines and executive sedans to drivers. Although the econcndc 
arrangements with these drivers are usually quite similar to those 
with taxi drivers, the lack of any published ruling with respect to 
these drivers has left these companies at the mercy of the IRS. 
Thus, the limousine industry has fought a series of battles with 
the IRS, wasting many thousands of dollars to fight battles that 
will never arise if HR 1972 is enacted. 


Conclusion 


I TLA urges the Subcommittee to act favorably on HR 1972 and 
reccmnend its a^roval by both the full Hays and Means Committee, 
as well as the House of Representatives. Please seize this 
important opportunity to clarify the law, reduce the cost of tax 
administration and compliance, and improve service in the passenger 
transportation industry. 

ITLA appreciates the opportunity to submit this statement, and 
will continue to constructively work with the Congress to reach an 
appropriate resolution of this issue. 
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STATEMENT OF CONGRESSMAN TOM LANTOS 
ON HR 510, THE MISCLASSIFICATION OF EMPLOYEES ACT 

June 20, 1996 

Mr. Chairman and members of the Committee, thank you for 
giving me the opportunity to say a few words ahout the 
employee/ independent contractor classification or the 
classification of workers. 

As I look over the witness list for today's hearing, I see 
that you have before you an in^ressive panel who will no doubt 
describe to you some of the important reasons why Congress should 
take another look at how workers are classified for Federal income 
and employment tax purposes, as well as for many non- tax purposes. 
You might hear from witnesses who will tell you that confusion with 
employee classification rules can lead to costly disputes with the 
IRS with devastating effects for small businesses. These costs 
include, among others, assessments of back taxes, interest and 
penalties for businesses who misclassify workers as independent 
contractors, as well as the legal costs involved with coming into 
compliance with or for defending against an IRS audit. 

As you probably know, Chris Shays and I became interested in 
the classification of workers several years ago when we served 
together on the Employment and Housing Subcommittee of the 
Government Operations Committee. We found that the 
misclassif ication of workers as independent contractors instead of 
employees is a pervasive and serious problem which impacts 
employers, workers, and Federal and State governments. We found 
that the current means for determining employment status has had 
several negative effects: one, it results in similarly situated 
employers being treated very differently under tax law; two, it 
allows -- and actually encourages -- businesses to undercut 
competitors through unfair practices; three, it leaves some workers 
exploited and unprotected; and four, it deprives the Federal 
government of significant revenue. 

As you know, under current law, workers are classified as 
either employees or independent contractors in one of three ways. 
First, some workers are explicitly categorized as either en^loyees 
or independent contractors by statute. Second, workers may be 
classified as independent contractors under statutory "safe 
harbors" enacted in Section 530 of the Revenue Act of 1978. Third, 
if a worker is not classified statutorily, and cannot be classified 
under the statutory "safe harbors", then the worker is classified 
by applying a very subjective common law test. Most workers fall 
under this third category. 

I would like to make clear that I agree with and recognize the 
appropriate and valuable roles of those who work as independent 
contractors. This country has benefitted greatly from the spirit 
and independence of the self-employed individual and I do not think 
there is anyone who want® to stifle the creativity of these 
individuals. It is the misuse of the independent contractor status 
and its serious adverse effect on both employer and worker that 
concerns me. The misclassif ication of workers affects the 
unsuspecting worker, it affects the honest businessman trying to 
compete with a competitor who has misclassif ied his workers, and it 
affects the federal budget deficit. Our bi-partisan legislation, 
HR 510, the Misclassif ication of Employees Act, would remedy some 
of the unintended effects of the current law. 
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First, current law gives some companies an unfair competitive 
advantage over other companies in the same industry by permitting 
employers to misclassify workers if they have a "reasonable basis" 
for classifying employees as independent contractors. An employer 
may rely upon a prior IRS audit, including audits not made for 
employment tax purposes, in holding a reasonable basis for 
classifying workers. It makes no sense to permit the wrongful 
•classification of workers baaed on a previous audit which may have 
had nothing to do with the issue of worker classification. Our 
legislation eliminates the "safe harbor" provisions which allows 
the misclassification of employees to continue. We thus restore a 
level playing field and eliminate the unfair competitive advantages 
which arise due to the misclassification of workers. 

Second, because the common law test is extremely subjective, 
employers have trouble in properly determining worker 
classification, and revenue agents often classify workers 
differently even where the underlying circumstances of their 
employment are the same. Since a large part of the 
misclassification of workers is due to a lack of understanding of 
worker classification, clearer rulings and definitions will 
eliminate a tremendous amount of uncertainty in this area. Our 
legislation eliminates the restrictions of the IRS to draft 
regulations and rulings on the en^loyment status of workers. 

Third, employers who have unintentionally misclassif led 
workers should be given the incentive to come into compliance. Our 
legislation offers a one-year amnesty to employers who have 
misclassif led workers on the basis of a good faith interpretation 
of common law or of Section 503. This provision removes the 
devastating possibility of large assessments for back taxes, 
interest and penalties and ensures compliance in the future. 

Fourth, misclassification can have a devastating effect on 
the unsuspecting worker. As a independent contractor, a worker may 
receive a higher take-home pay and may be allowed to deduct more 
business expenses from income taxes. But the loss of financial 
benefits and of the many protections which are provided to 
employees can be catastrophic in cases of illness, unemployment and 
retirement. For example, there is no unemployment compensation for 
the independent contractor to fall back on between jobs. Health 
insurance is an individual responsibility and is usually far more 
costly than an employer's group policy. In the case of work- 
related injury or illness, there is no worker's compensation 
available. HR 510 would require prime contractors to notify 
independent contractors of all their tax obligations and other 
statutory rights and protections. 

Mr. Chairman, our investigation found that the economic 
incentives for businesses to misclassify workers as independent 
contractors are huge. An employer who misclassif ies a worker as an 
independent contractor escapes many obligations, including paying 
social security taxes, unemployment taxes and workers compensation 
insurance, withholding income taxes and providing benefits such as 
vacation, sick and family leave, health and life insurance, 
pensions, etc. Most employers are honest, but the law abiding 
employer is put at a serious disadvantage since he or she cannot 
compete on a level playing field with those who illegally cut their 
labor costs. Law abiding employers will not be able to compete 
fairly until we provide more clear, objective standards by which 
businesses and the government can determine whether an individual 
is an employee or an independent contractor. 

Lastly, and perhaps most importantly in these times of scarce 
federal dollars, billions of dollars in federal and state tax 
revenues are being lost as a result of the intentional 
misclassification of workers. This is one of the few remaining 
areas where we can help balance the federal budget deficit without 
further cutting government services or levying new taxes. A recent 
Coopers and Lybrand study found that at least 35 billion dollars in 
legitimate tax revenue over 9 years will be lost by the federal 
government due to the misclassification of employees. At a time 
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when critical services are on the chopping block, we can no longer 
allow this waste and abuse to continue. We must take steps to curb 
the continued misclassif ication of employees. We must enact HR 
510, the Misclassif ication of Employees Act. I respectfully 
request that a summary of HR 510, the Misclassif ication of 
Employees Act, be entered into the record. 


H.1L 310 


Section 1. Section 1 provides that the short title of the bill is the 
"Misciassification of Employees Act." 

Section 2. Section 2 would remove an impediment to many employers* 
correcting the misciassification of their workers. Section 2 would waive liability 
for prior employment ta.Tes for past periods if the employer met Qve 
requirements: 


* (A) The employer treated the worker as an independent contractor for 
purposes of employment taxes. 

* (£) The employer’s treatment of the worker as an independent 
contractor was based on a "reasonable good faith misapplication of the 
common law rules* using for determining employment relationships. 

* (C) Ail the employer’s federal tax returns consistently treated the 
worker as an independent contractor. 

* (D) The employer and any predecessor employer treated all similarly 
situated workers as independent contractors for all periods after 1977. 

* (£) The employer enters a closing agreement with the Internal 
Revenue Service agreeing to treat the worker and all similarly 
employed workers as employees, and to file all federal employment tax 
returns with respect to the workers as if they were employees. 

The employer would have one year from the date of enactment of the bill to 
enter the closing agreement with the IRS. The waiver of past liability would 
expire one year after enactment of the bill. The Qve requirements would amend 
Internal Revenue Code CIRC] § 3509 by adding a new subsection (e). 

Section 2(a)(2) of the bill would not amend the Internal Revenue Coda, 
but it would require the Internal Revenue Service to monitor compliance of each 
closing agreement for at least Qve years after the agreement is entered into. 
The monitoring would include pa 3 rments to the individuai workers covered by 
the closing agreement as well as wages paid to other employees and independent 
contractors. 

Section 2(b) of the bill would modify Section 530 of the Revenue Act of 
1978, a tax statute which is not part of the Internal Revenue Code. The bill 
would tighten up the safe harbors sli^tly, and would eliminate one safe harbor 
which has proved to be a signiQcant impediment to IRS reclassiQcatioa of 
misclassiQed workers. It would reestablish safe harbors for technical service 
workers. 


Paragraph (1) of section 2(b) would amend section 530 of the Revenue Act 
of 1978 to provide that a worker would be deemed to be an independent 
contractor if the employer has a reasonable basis for treating the worker as an 
independent contractor. Present law deems a worker an independent contractor 
unless the employer has no reasonable basis for treating the worker as an 
independent contractor. 
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Paragraph (2) would amend the statutory standards for treating workers 
as independent contractors. Under the bill, section 530(a)(2) would be amended 
to contain a list of reasonable bases for treating a worker as an independent 
contractor. Under the bill, an employer would have a reasonable basis for 
treating a worker as an independent contractor only if the employer reasonably 
relied on one of the following: 

(a) judicial precedent, published rulings, technical advice or a letter ruling 
furnished to the employer [this is the same as present law]; 

(b) an IRS audit conducted solely for employment tax purposes within three 
years before the period in question, which audit included an examination for 
employment tax purposes of workers bolding substantially similar positions to 
the worker in question, and following which audit the employer was notified in 
writing by the IR2 that the employer had classified the workers correctly, and 
the IRS notification was not revoked before the period in question [this is 
substantially difTerent from current section 530]; or 

(c) long-standing, recognized practice of a significant segment of the 
industry in which the worker was engaged [this is the same as present law]. 

Subsection 2(c) would essentially repeal section 1706 of the Tax Reform 
Ac; of 1986. This would permit employers of technical service workers to taka 
advantage of the safe harbors in section 530 of the Revenue Act of 1973, if they 
could meet the requirements. 

Subsection 2(d) would repeal the prohibition against the IRS issuing 
regulations and rulings on employment status, originally enacted as pert of 
section 530 of the Revenue Act of 1978. 

Subsection 2(e)(1) would amend IRC § 6041 to require that additional 
information be provided on the Form 1099 Aimished by businesses to providers 
of services worth more than $600 per year. The 1099 would be required to 
include informaclon that explains 

1) the payor is treating the payee as not being an employee and the payee 
may be liable for self-employment taxes; 

2) the procedure for obtaining IRS review of employment status, if the 
payee believes that be or she should be properly treated as an employee; 

3} the payee is not eligible for employee fringe benefits and may lose 
protections or benefits under federal laws relating to fair labor standards, 
occupational health and safety, civil rights, unemployment insurance, and 
workers’ compensation; and 

4) tax benefits for the self-employed such as retirement plans and deduction 
for a portion of the cost of health insurance. 

Similar information would be required to be furnished to service providers 
and direct sellers under IRC I 604IA by bill subsection 2(e)(2). 

For the provisions in section 2 of the bill, subsection 2(f) would establish 
a general effective date beginning 120 days after the data of enactment. The 
modifications of the safe harbor provisions and the termination of the treatment 
of technical personnel would be effectiva for 'periods ending on or after the date 
which is 120 days after the date of enactment* of the bill. It is noc entirely clear 
whether the word "periods* refers to taxable years or to periods for which 
deposits of employment taxes are required to be made. 

Section 3. Section 3 of the bill would amend IRC 3 3304<a) to require that 
state unemployment eompeasetion laws uee the same daCnitioa of employee as 
is used under federal law as set out in IRC $ 3306(i). This definition is nearly 
identical to the social security tax definition. This provision would take effect 
on the 180th day after the date of exmctment of the bill, unless the state 
legislature had not been in session for at least 30 calendar days during the 180 
days between enactment and the effective date. In such a case, the effective date 
would be 30 days after the first day on which the legislature is in session on or 
after the ISOth day. 
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THE U.S. HOUSE OF REPRESENTATIVES COMMITTEE ON WAYS AND MEANS 
SUBCOMMITTEE ON OVERSIGHT 
HEARING ON EMPLOYMENT CLASSIFICATION ISSUES 

Statement of the Mechanical Contractors Association of America 
June 4, 1996 

The Mechanical Contractors Association of America (MCAA) represents businesses 
providing mechanical construction services in the residential, commercial, and heavy 
industrial construction markets nationwide. MCAA member firnis compete in both 
public and private sector markets and perform services as both prime contractors and 
subcontractors. 

The highly skilled craft labor employed by MCAA member firms is supplied under local 
collective bargaining agreements negotiated by 75 local MCAA affiliates and local 
unions of the United Association of Journeymen and Apprentices of the Plumbing and 
Pipe Fitting Industry of the United States and Canada (UA). MCAA member firms also 
provide equipment maintenance and services under the National Mechanical 
Equipment Service and Maintenance Agreement negotiated with the UA at the national 
level and MCAA’s subsidiary, the Mechanical Service Contractors of America. 

Support stringent classification standards 

MCAA supports, without reservation, efforts to stem the workforce degradation that is 
directly the result of misclassification of employees as independent contractors. 
Similarly, MCAA supports efforts to narrow the excuses from liability for 
misclassification to remove incentives for abuse. Moreover, MCAA supports attempts 
to assure full payment of taxes by independent contractors. 

Even with this unqualified support for the legislative objective, MCAA does not support 
the two legislative proposals under consideration today (H.R. 1972 and H.R. 582), In 
short, MCAA is concerned that the classification criteria set out in either proposal, when 
applied to the highly trained, highly mobile skilled construction workforce, would 
jeopardize the entire structure of training, health and welfare, pension, and other 
workforce development and retention benefits that are based on hours of covered 
employment. 

Protect industry workforce development structures 

We acknowledge the tremendous change in workforce patterns in this country in recent 
years, and agree that individual responsibility for career development can be beneficial 
for individuals in all types of careers - production and administrative and professional 
occupations as well. However, we also note that not all trends in work flexibility are 
necessarily beneficial. Much of the growth of the contingent workforce, and the 
concomitant growth of independent contractor status, leads to a tenuous attachment to 
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employment and the economy - with fewer benefits - which in turn accounts for a high 
level of underemployment in the economy overall. 

In the union sector, trade union and multiemployer groups in local collective bargaining 
have built and maintain a system of apprenticeship training, health and welfare, pension 
benefits, and career advancement training that ensure an adequate supply of high- 
skilled trades persons with commitment to the industry engendered by substantial 
career opportunities. The viability of these structures - as well as individual careers - 
could be at jeopardy with even more permissive worker classification standards. 

Misclassification of employees as independent contractors is in fact epidemic in the 
construction industry and is a severe threat to degrade the quality of the workforce and 
service even in the union sector, spreading beyond the low-skill, open-shop segments 
of the market where the abuses were formerly concentrated. 

The construction industry as a whole surpassed even the finance, insurance, and real 
estate Industry, with rates of worker misclassification at 19.8% and 19.3% respectively, 
according to be 1991 Treasury Department study cited in the Coopers and Lybrand 
study commissioned by the Coalition for Fair Worker Classification in 1 994. (Coopers & 
Lybrand, Projection of the Loss in Federal Tax Revenues Due to Misclassification of 
Workers, Coalition for Fair Worker Classification, June 1994, page 8.) 

Nevertheless, we acknowledge that there can be some legitimate classification of 
production and skilled craft workers in construction as well as clerical, administrative 
and professional workers as independent contractors. And we are proud to note, along 
with our colleagues in the building trades, that the opportunities for career progression 
from skilled production jobs into supervisory, management, and even business 
ownership and entrepreneurship are unrivaled in construction as compared with 
virtually all other manufacturing and goods-producing industries. 

However, the epidemic rise of worker misclassification in construction has nothing to do 
with career enhancement, but rather everything to do with unfair low-wage competition. 
Our industry can ill afford declining skills and abilities at a time when our product and 
services are expanding in complexity and sophistication. In fact, the effect of unfair 
competition by firms that misclassify employees and avoid the payment of employment 
taxes and other requirements of employment law threatens the maintenance of 
workforce standards. 
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Allow flexible criteria by industry to stem abuses 

While perhaps well-intentioned, neither H.R. 1972 nor H.R. 482 will stem the tide of 
workforce degradation brought on by worker misclassification. Unfortunately, either 
may have the unintended effect of being even more permissive toward abusive 
practices. While we do not contend that the current IRS standards forjudging 
employment control and direction - along with the flexible 20 common law factors - are 
either a model of clarity or blueprint for consistency: we nevertheless point out that they 
have the virtue of established use. The classification standards are at least known, and 
their impact on encouraging abuse may be far less than the broad leeway and excuse 
from liability permitted under Section 530. 

Unfortunately, both proposals suffer from the same defect - that is, they attempt to 
legislate, with a complex list of conjunctive and disjunctive factors, a formulaic approach 
to a highly fact-specific inquiry. Moreover, a legislative approach is static. 

We submit that a flexible regulatory approach would be more effective. The draft IRS 
Training Manual, Employee or Independent Contractor?, demonstrates a more flexible 
approach that would remain adaptable. The IRS manual addresses the fact-specific 
“control factors under the common-law standard that may indicate the existence of an 
independent contract or an employee relationship’ and “emphasizes that factors may 
change over time because business relationships and the work environment change 
overtime.” (IRS Manual, page 1-1). 

E ncourage full compliance with employment standards 

Both H.R. 1972 and H.R. 582, as legislative standards, are too static to meet the 
changing workplace practices. Rather, we support IRS efforts to craft appropriate 
market segment understandings to reflect current industry practices in a more flexible 
way. Under either legislative proposal, whether the criteria are profit/loss, separate 
place of business, different clients, or commission payments, taken together they would 
be too permissive as applied to the construction trade workforce, the unique character 
of which is not reflected in the law. 

Likewise, judgments that turn on investment in training or tools and equipment would 
encourage misclassification of highly trained, self-equipped construction workers. 
Similarly, any requirement of a qualifying agreement memorializing the classification 
could too easily become a unilaterally imposed contract in cases where individuals are 
without bargaining representation. 
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In summary, the criteria laid out so far, as applied to a highly trained construction 
workforce that meets fluctuating market demand from referrals to several projects over 
a year, could well force a radical transformation of the employment relationships in the 
construction industry to the detriment of the training and benefits structures that are 
based on contributions for hours worked under covered employment. Moreover, all the 
other important legal protections that flow from employment status, including prevailing 
wage, workers compensation, EEO, family and medical leave, and other labor and 
employment protections would be jeopardized as well. 

In conclusion, MCAA would urge the committee to avoid codification of classification 
criteria, which perforce would be too broad to meet specific industry conditions, and 
encourage administrative efforts to continue market segment development of specific 
industry criteria. Instead, Congress should narrow the liability excuses permitted under 
Section 530, encourage remedial employment classifications, and increase reporting 
and filing requirements to achieve greater taxpayer compliance. 

MCAA member firms appreciate the Subcommittee's invitation to participate in the 
hearings. Our association will continue to work with Congress on this most important 
workforce issue. 
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STATEMENT OF 

THE NAHONAL ASSOClATtON OF HOME BUILDERS 


Madam Chairwoman and Members of the Subcommittee; 

The National Association of Home Builders (NAHB) and its 185,000 members 
congiamlate you for holding this hearing and qipreciate the oppoitunity to present its views. This 
statmnait will address the cutrent issues relating to classification of subcontractors as indqiendent 
contractors in the home construction and remodeling industry. 

At the outset, it has long been the position of NAHB that the current law pertaining to 
worker classification recognizes the unique characteristics of the home building business and 
allows the flexibility necessary for building industry workers to function in a changing economy. 
Moreover, the current rules under Section 530 of the Revenue Act of 1978 provide equitable relief 
for taxpayers who become involved in disputes with respect to worker reclassification. 

It has been our concern that a rigid application of static rules regartling the classification 
of workers woitld resuh in the inrproper classification of legitimate irrdqrendent subcontractors as 
employees, arrd thereby unfairly burden both small businesses and workers. 

In this regard, rhere have beat few l^islative proposals which address this concern. H.R. 
1972, introduced by Rqnesentative Jon Christensen would establish reasonable guidelines for the 
protection of indqrendent contractor status for the home construction and remodeling industry. 
H.R. 1972 would replace the common law test of employment status with a more objective three- 
part test but would not repeal Section 530 of the Revenue Act of 1978. It would prohibit the 
Itrtemal Revenire Service from classifying subcontractors as employees if certain requirements are 
met. Should a taxpayer fsul to maintain active compliance with Internal Revenue Code filing 
requirements, the taxpayer would than lose the protection of the statute. For the reasons set out 
below, NAHB supports H.R. 1972. 

By contrast, H.R. 582, introduced by Rqrresentative Jay Kim, would repeal the safe 
harbor rule of Section 530 and establish a “modified’ rule, which NAHB opposes, as explained 
more fully below. 

INDUSTRY PROFILE 

The industry, building single family housing, is comprised mostly of small businessmen 
and women. Over 50 percent of NAHB members buUd less than 10 bouses per year. 
Approximately 20 percent build more than 25 houses per year and less than 2 percent of the 
builders build over 500 houses per year. The single family home building business is clearly 
comprised of small businesses in virtually every community in the country. 

Because the construction of a home oitails the tranqwrtation to a job site of a wide variety 
of different materials which are assembled and/or fabricated by a host of different trades, and 
because job sites necessarily change as the homes are built, the relationship between the home 
builder and the person who performs the different trades varies widely. The construction of single 
family homes is basically the coordination of the work of as many as 18 different subcontractors. 
Another complicating factor, principally in the view of the Internal Revenue Service, is the fact 
that a home builder routinely does "sub-out"- that is, hire an indqrendent contractor to perform 
services which may appear to the IRS to constitute performance of "common labor". In those 
instances, the IRS often alleges that the person is an employee rather than an independent 
contractor. 

Since the volume of woik in the home building industry is very unpredictable and seasonal, 
there is a strong necessity for the business owners to match labor to business needs and not to be 
encumbered by large permanent payrolls. In today's market, two out of three builder firms are 
organized as corporations and about one-fourth are sole proprietorships. 
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NAHB’s Builder 
Membership 

Census of 
Construction: 1992 

Corporations 

64% 

Sub«lupt«r S — 35% 

Regul«r C Corps ~ 29% 

57% 

Partnerships 

5% 

5% 

Sole Proprietorships 

29% 

38% 

Other 

1% 

1% 


During the last ten years, more builders have been organizing as Subchapter S coiporations, so 
that they can combine limited liability with taxation on only individual earnings. 

A builder's oiganizational structure tends to dqtend on the size of the business. About 25 
percent of small-volume builders are sole proprietorships, whereas only S percent of the medium- 
volume builders and 2% of the large volume builders choose to operate under that structure. The 
average remodeling firm has one office employee on payroll and operates in one or two counties. 
Approximately half of the remodeling firms are corporations, while 42 percent are sole 
proprietorships. 

LAND DEVELOPMENT 

Home builders vary considerably in the degree to which they directly perform the 
operations it takes to develop land and build and market homes. According to NAHB's 1996 
builder survey, less than half of all builders buy the taw land, install the infra-structure, construct 
the units, and then sell the product. Over half buy lots from other builders or developers, use 
subcontractors for all the construction work, and sell through real estate agents. 

The difficulty builders have recently experienced obtaining financing for property 
acquisition and development may result in land development becoming more heavily concentrated 
among large firms. Moreover, more stringent requirements for loans from financial institutions 
could mean that builders will look more often to land developers to provide financing for 
purchases of developed lots. Increasing fees and regulation may also cause land development to 
become more concentrated among well-financed qrecialists. 

ROLE OF SUBCONTRACTORS 

During the past 30 years, the role of subcontractors and professional specialists in the home 
building industry has increased significantly. Most builders believe that the trend toward 
increased use of subcontractors will continue. Framing, roofing, bricklaying, foundations, and 
masonry are generally done by the subcontractors on a labor-only basis, with materials provided 
by the builder. Other jobs, such as flooring, insulation, and painting, involve subcontracts for 
both labor and material. 

The home building industry (as well as the non-residential construction industry) is 
characterized by extensive subcontracting of the actual construction work. In 1959, 31 percent 
of NAHB survey respondents subcontracted three-quarters or mote of their construction costs. 
This figure increased to 63 percent by 1993. Over the same period, the share of builders 
subcontracting one-quarter or less of their construction costs declined from 19 percent to 6 
percent. Large-volume builders tend to subcontract a larger share of the construction cost. 
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fihnre. nfr.nrLittw.tlnn cnst suhcontrarteA- 


Large Builders 

86% 

Medium Builders 

81% 

Small Builders 

56% 


NAHB's 1994 Survey of Builders indicated that subcontractors were the most relied upon 
source fo)m which to obtain materials and equq>ment. The survey showed that the majority of 
general contractors (those that build for a fee on someone else's land) and merchant builders (those 
that build on land they own and offer the house and land for sale together) subcontracted more 
than 75 percoit of the total construction cost. Larger builders subcontracted an even larger share 
than small builders. The 1994 Census of Construction indicated that residential builders 
subcontracted $36.6 billion, or 49 percent of the value of their hard cost. An earlier study by the 
Bureau of Labor Statistics found that construction of the typical home involves about 18 different 
subcontractor firms. 

The 1989 NAHB remodelers survey showed that remodelers heavily rely on 
subcontractors. Ninety-three percent of the remodelers used subcontractors during 1988. Twenty- 
five percent attributed SO to 99 percent of their dollar volume to woiit done by subcontractors and 
S percent subcontracted 1(X) percent of their doUar volume. The survey also suggested that the 
usage of subcontractors, rather than hiring of employees, was marlcet, as opposed to tax, driven. 

From the worker's point of view, a worker with a skill can generally earn more as a 
contractor woiking for a variety of customers than he could on straight salary working for a single 
employer. The worker may also take pride in being indqrendent of a boss supervising the details 
of his work. 

The primary reason for the extensive use of subcontractors is the qrisodic, uneven nature 
of construction and the fact that a particular type of specialist is only needed for a short period 
during the construction process. Moreover, the general contractor does not have either the 
expertise or the capacity to oversee and manage the activities of each specialist, monitoring the 
number of hours worked and purchasing all the materials. So the general contractor issues a 
subcontract based on negotiation or competitive bids and leaves it to the subcontractor to figure 
out how to accomplish the work, with the subcontractor often responsible for supplying the 
necessary building materials. 

In 1992, there were 1.5 million establishments characterized by the Census of Construction 
as "special trade contractors" working as subcontractors to residential and non-residential builders, 
as well as serving consumers and non-construction firms directly. Establishments with payrolls, 
of which there were 367,(KX), had total receipts of $220 billion, while the 1.10 milli on 
establishments with no payroll had receqtts of $25 billion. Out of total receipts, about 36 percent 
went toward the purchase of materials and sui^lies and another 8 percent was subcontracted to 
other subcontractor firms. 

Although subcontract work may be subject to competitive bids, most builders develop long- 
term relationships with their subcontractors, just as consumers tend to patronize the same doctors, 
dentists, or lawn care firms. Even in long-term relationships and where the subcontractor has no 
employees, however, the relationship between general contractor and sub is different than that 
between employer and onployee. The builder is not obligated to provide continuing employment 
for the sub and the sub remains liable to the builder for performance in ways an employee 
generally is not. There ate a variety of other distinctions, many of which are reflected in the 
common-law tests currently used to distinguish ind^ndent contractors from employees. 
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Construction of a single family home involves about 1,000 hours of on-site labor, and 
since it takes an average of about six months to complete a house, that is equivalent to one full- 
time worker. Those 1,000 hours, however, may be performed by as many as 100 different 
workers, most of whom are proprietors or employees of subcontractor firms. Even if a general 
contractor knew who all the workers were and how much of the payment to subcontractors was 
for labor, it would be an overwhelming burden for a builder to account for tax withholding for 
the army of workers involved in building a home. 

CONSEQUENCES OF CLASSIFICATION 

ReclassiUcation of subcontractors as employees would; 

1 . Add substantially to the cost of doing business of the small home builder; 

2. Remove the flexibility of the owner to respond to a volatile market and seasonal 
conditions; 

3. Shift the nature of the home building business from small business to a concentration of 
large firms; and 

4. Add substantially to the cost of housing driving thousands of projected buyers out of the 
market. 

SECTION 530 OF THE REVENUE ACT OF W8 

Congress enacted §530 of the Revenue Act of 1978 to provide relief to taxpayers involved 
in tax controversies. This Act provides generally that if a business: (1) did not treat an individual 
as an employee for any period; (2) filed all tax returns (including Forms 1099) on a basis 
consistent with its tax position; and (3) has a "reasonable basis” for treating the worker as an 
independent contractor, the government is not to raise the employment tax issue in an 
examination. 

A reasonable basis that is accqttable under §530 includes having a case or ruUng that 
supports the taxpayer's position, a previous IRS audit in which the independent contractor 
treatment resulted in no assessment, or a long-standing industry practice. 

When a "safe haven" under §530 is found, a company is not a) subject to back taxes or 
penalties, b) obligated in the future to withhold income taxes from contractor payments nor c) 
obligated to pay employment taxes on independent contractors. 

THE INDEPENDENT CONTRACTOR SIMPLIFICATION ACT, H.R. 1972 

Under H.R. 1972, introduced by Representative Jon Christensen (R-NE), in order to be 
classified as an independent contractor, the subcontractor must satisfy three tests. 

To pass the first test, the subcontractor must satisfy one of the following: 

(1) Have a significant investment in assets and/or training; 

(2) Incur significant unreimbursed expenses; 

(3) Agree to work for a specific time or complete a specific result, and be liable for 
damages for failure to perform; 

(4) Be paid on a commission basis; or 

(5) Purchase a product for resale. 
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The second test requites that the subcontractor satisiy any one of the following: 

(1) Have a principal place of business; 

(2) Show that he/she does not primaiily provide the service in the service recipient’s 
place of business; 

(3) Pay a fair maiket rent for use of the service recipient's place of business; or 

(4) Show that he/she is not required to perform service exclusively for the service 
recipient, and 

a) has performed a significant amount of service for other persons; 

b) has offered to perform the service for other persons through advertising, 
individual written or oral solicitations, listing with agencies, brokers and other 
referral services; or 

c) provides service under a registered business name. 

To satisfy the third test, there must be a written contract between the patties, specifying 
that the subcontractor is not an employee. In order to retain the protection of the statute, the 
service recipient must properly fde aU Forms 1099 or W-2. Should the subcontractor fell to file 
the required returns, the protection of the statute would be lost. 

This legislation would protect construction industry subcontractors from misclassiUcation 
as employees through the establishment of clear, easUy understood, tests. Moreover, H.R. 1972 
would not erode the protection of the safe harbor provisions of Section 530 of the Revenue Act 
of 1978. 

THE INDEPENDENT CONTRACTOR TAX FAIRNESS ACT, H.R. 582 

H.R. 582, introduced by Representative Jay Kim (R-CA) would repeal Section 530 of the 
Revenue Act of 1978 and incorporate a modifiol version of the safe harbor provision into the 
Internal Revenue Code. Under H.R. 582, in order to be classified as an independent contractor, 
a subcontractor must perform services pursuant to a written contract and must (a) be able to realize 
a profit or loss from the services, (b) maintain a sqrarate place of business and have a significant 
investment in tools or facilities, c) make his or her services available to the general public on a 
tegular and consistent basis and must have performed such services as a subcontractor for another 
service-rec^ent during the last two years, or (d) be paid exclusively on a commission basis and 
maintain a sqrarate principal place of business (or pay fair market rent if not a sqrarate place of 
business). 

The written contract must state that the subcontractor will not be treated as an employee 
by the contractor, that the contractor is aware of the Federal tax obligations resulting from such 
treatment and that he/she will mairttain separate accounting of income and expenses relating to the 
contract. If the tests are satistied, the bill would generally relieve the contractor of employment 
tax liability. It would increase the penalty for failure to file Forms 1099 and require that 
indqrendent contractors r^rt each individual 1099 payment received on their itxxrme tax returns. 
H.R. 582 would also direct the Secretary of the Treasury to rqxrrt to Congress proposing 
legislation which ^recifies objectively measurable criteria for determining whether an individual 
is an employee. 

NAHB opposes the proposals to rqreal Section 530 of the Revenue Act of 1978 and to 
delegate legislative authority to the Secr^ary of the Treasury. We note that Congress enacted 
Section 530 as the result of over zealous enforcement by the IRS of employment tax laws. Given 
the propensity of government to classify subcontractors as employees rather than independent 
contractors, we believe that any legislative proposal in this area must and should be generated by 
Congress. 
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Finally, NAHB fiilly siqiports the proposition that every American must pay his fiiU share 
of Federal income tax. Indqtendent contractors employed in the home construction industry 
generally satisfy the current 20-factOT test. Increased IRS compliance activity would unveil 
dishonest construction contractors and level the playing field for honest construction employers. 
It is the job of the Internal Revenue Service to resolve the compliance problems in a fair and 
equitable manner. Improved compliance should be achieved through increasing business's 
compliance with the rqmrting requirements. In this regard, NAHB agrees with the proposals to 
increase IRS enforcement efforts by increasing penalties for failure to file correct payee 
statements. 

CONCLUSION 

For the reasons set out above, NAHB supports H.R. 1972 as providing reasonable criteria 
to establish employment status without restricting the classification of indqrendent contractor. 
NAHB opposes H.R. 582 as unduly lirrriting the available safe-harbor protection afforded by 
Section 530, although we would support increased penalties for noncompliance with the 
employment tax form filing requirements. 

The National Association of Home Builders is much qrpreciative of having had this 
opportunity to present our views on the issues relating to classification of home and remodeling 
industry subcontractors as independent contractors. 
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regarding the Status of Independent Contractors 
June 4, 1996 



NARI 


On behalf of the 6,000 member companies of the National Association of the 
Remodeling Industry (NARI), representing more than 40,000 home improvement 
professionals, I am pleased to submit testimony in support of Congressman Jon Christensen’s 
bill, H.R. 1 972, the Independent Contractor Tax Simplification Act. 

The status of independent contractors has been the number concern one for NARI 
since 1978. It is now the number one issue for the 1995 White House Conference on Small 
Business. We are pleased the Chairwoman has seen fit to hold these hearings, drawing 
greater attention to this most important small business issue. 

Independent contractors are an integral part of the home improvement industry. 

Small business general contractors, many of whom started out as independent contractors, 
commonly contract with specialty craftsmen to fulfill specific aspects of a larger home 
improvement project. Since each remodeling project is unique, especially for full service 
remodeling firms, various specialty trades are needed from one job to the next. Independent 
contractors or subcontractors ate well suited to serve in these cases. They provide general 
contractors with flexibility and cost efficiency in offering varied multi-service projects to the 
homeowner. They allow remodeling firms to meet fluctuating service demands created by 
short term projects and specific client needs. 

For years, remodelers have struggled with the ambiguities surrounding the definition 
of an independent contractor. Remodeling firms have suffered financially due to the broad 
discretion afforded IRS agents in applying the 20 question, corrunon law tests. Despite the 
Congressional moratorium issued in 1978, the IRS continues to aggressively audit and 
reclassify subcontractors as employees for federal tax purposes. It is obvious that a bias 
exists in favoring employee status rather than allowing entrepreneurs to remain in business 
for themselves. 
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The ramifications of a reclassificatioa go far beyond federal withholding, unemployment. 
Social Security and Medicare payments. Besides back taxes, penalties and interest, lemodelers 
are often held liable for state employment taxes, workers’ compensation insurance, pension plan 
payments, and other employee benefits. An IRS or state employment audit often results in the 
unfortunate dissolution of the company. 

The time is now for Congress to enact a clear, fair and objective standard that puts an end 
to the confusion once and for all. H.R.1972 provides the answer. This is a simple test that 
anyone can understand. There will be no question as to who is and who is not an employee for 
federal and state tax and employee benefit purposes. 

We have testified in the past in support of such a solution. NARl member, Wayne 
Kaufinan of United Homecraft in St. Louis, Missouri, testified in January 1995 before the House 
Small Business Committee that this issue was of primary concern to himself and his colleagues 
in Missouri. Mr. Kaufman is truly representative of most remodeling firms in America. 

We are extremely pleased Congressman Christensen and more than two hundred of his 
colleagues have found a solution to the problem. We believe H.R.1972 is a workable bill that 
will provide clarity to thousands of general contractors and independent contractors. Many of 
the inconsistent findings and industry mistakes are made because the existing rules are so vague. 
This bill spells out the requirements for independent contractors and provides the greatest 
opportunity for entrepreneurial growth. 

Subcontractors are a very independent breed. They prefer to pick and choose which 
projects they would like to work on. They want to be their own boss. They do not want to be 
employees; that is why they have struck out on their own. This bill allows that maverick spirit to 
flourish, creating new companies and new jobs. 

Given the recommendation of the White House Conference on Small Business and the 
new Congressional climate, the time is ripe for Congress to tackle this issue head on and provide 
small businesses and the IRS with clear guidance that will allow us to easily determine who is 
and who is not an employee. The first step is to enact H.R.1972. 

Second, the focus of the IRS must change to matching Forms 1 099 with the actual 
income repotted by independent contractors rather than reclassifying workers. If the 
subcontractors are under reporting their income, then the IRS should go after them. 

Finally, compliance should be enforced consistently. It seems that the IRS likes to set an 
example in a community by aggressively penalizing one company, the news of which spreads 
like a wildfire, in hopes that other similar companies will be frightened into hiring their 
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subcontractors as employees. All subcontractors should not be reclassified as employees simply 
to benefit the IRS In revenue collections or the Administration in providing employee benefits. 

We appreciate the concern of this Subconunittee and truly hope that action is taken soon 
to clarify the rules regarding the definition of independent contractors. It is extremely difficult 
for small remodeling firms to continue to operate under such a cloud of uncertainty. Enactment 
of H.R.1972 will go a long way in clearing the air. 


NARI is a not-for-profit trade association with nearly 6.000 member companies nationwide, 
representing more than 40, 000 remodeling industry professionals. NARI members are primarily 
residential home improvement contractors, and include national manufacturers and distributors 
of home improvement products and services. 

Residential remodeling constitutes a $100 billion industry that has grown more than 130 percent 
in the last ten years. With more than SO years of experience. NARI is committed to enhancing 
the professionalism of the remodeling industry and serving as an ally to homeowners. NARI is 
dedicated to the growth and betterment of the remodeling industry and related small businesses. 
For more information about NARI, contact Patti Burgio, director of government chairs, NARI, 
4301 North Fairfax Drive, Suite 310, Arlington, FA 22203, 703/276-7600, ext. 3014. 
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STATEMENT OF 

THE NATIONAL CLUB ASSOCIATION 


The National Club Association (NCA) submits these comments for the record on the 
Issue of worker classification and H.R. 1972, The Independent Contractor Tax 
Simplification Act of 1995. NCA is the trade association representing the legal, 
legislative and business interests of private social, recreational and athletic clubs. 
Member organizations include country, golf, dty, yacht, tennis, and athletic clubs. 

The scope of these dubs ranges from small dubs with limited membership and 
fadlltles to larger, full-scale operations with dining and extensive recreational fadlities. 
Some dubs are operated on a seasonal basis vmile many are open year round. 

Overview of the Issue 

For many years, there has been a lack of dear definition and explidt guidelines for 
determining the status of workers as employees or independent contractors. Because 
of the uncertainty of the law in this area, many businesses have in good faith 
attempted to dassify workers properly, only to be challenged by a zealous and 
determined Internal Revenue Service (IRS) agent. This issue has become critical for 
many businesses because of the increasingly aggressive employment tax audits used 
by the IRS. Many small businesses simply do not have the resources or time to 
properly defend and litigate adverse IRS determinations. 

At issue for dubs, particularly golf and country dubs, is how the IRS views workers 
such as caddies, golf professionals, tennis professionals and musidans. In a recent 
survey of our member golf dubs all but one dub dassified caddies as independent 
contractors. Many of these workers-caddles in particular-have maintained 
independent contractor status through a long tradition. 

Caddies have in fact been an essential part of the game of golf since the first golf dub 
was formed In Scotland In 1746. Today the dose relationship between caddie and 
golfer remains unique in sport. 

The number of caddies at each particular dub varies, depending on the number of 
rounds played and whether golf carts are also available. Some dubs use caddies 
exdusively. Most of the country's caddie programs tend to be located in the Midwest 
and Northeast. These areas have an advantage over other parts of the country 
because of a strong tradition of caddies and a golf season that coinddes with the 
school year, making it easy for teenagers to caddie. Caddie programs provide an 
outstanding work ethic for young men and women who often are working at their first 
job. 

If dubs are required to make caddies "employees" of the dub, the finandal and 
administrative liabilities (such as increased recordkeeping, payroll and benefits costs) 
would be prohibitive, and many fine caddie programs would cease to exist. As a 
result, many young men and women would lose valuable first-time job opportunities 
and would become jobless. 

Other Ramifications 

There are a number of student scholarship programs that exist today solely because 
of caddie programs. The Evans Scholarship program, established in 1930, is the 
largest such program in existence and is the largest individually funded scholarship 
program. More than 480 golf dubs, 125,000 golfers and 22 affiliated golf assodations 
support the Evans program, which has an annual budget of nearly $5 million and now 
has over 6,300 alumni. Many other state and local golf assodations and individual 
country dubs also sponsor caddie scholarship programs. The combined finandal 
contributions mads to these programs total in the millions each year. If the IRS 
continues on its course to redassify caddies as employees many caddie programs 
would disappear, along with the successful scholarship programs that have enabled 
thousands of students the opportunity to attend college. 
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Efforts by the Industry to Address Proper Emolovea Classification 

For many years, NCA has followed Independent contractor Issues and related 
compliance requirements. We have produced numerous reference materials and 
articles to help our members understand the infamous 20-factor test the IRS currently 
uses. In addition, we have periodically met with IRS officials to obtain information on 
how our clubs can maintain proper worker classification, especially for caddies. 

We have focused particular attention on the ways caddies should be handled. For 
example, the way a golf club assigns, pays and supervises caddies can determine 
whether caddies are classified as employees or independent contractors. Because a 
caddie will rarely have any significant business or financial risk In connection with his 
or her activities, the factors relating to the control and direction of caddie activities are 
of greater importance. It has become Increasingly difficult to advise clubs in this area 
however because the interpretations IRS agents apply to various matters under the 
20-factor law test have become highly subjective. 

Support for H R. 1972 

Worker classification rules needs to be changed and simplified. The current 20-point 
test used to determine the employment tax status of a worker is vague and subject to 
various conflicting Interpretations. Because of its obfuscatory nature it often precludes 
a factual determination of a worker's classification. In addition, the IRS often ignores 
the existing Section 530 safe harbor provisions. 

We support H.R. 1972, The Independent Contractor Tax Simplification Act of 1995. 

The legislation is also supported by The Coalition to Preserve Caddie Programs which 
is composed of state and regional golf associations and a number of caddie 
scholarship programs (see Appendix A). The legislation presents an easy, equitable 
and stralghtfonivard set of rules for determining worker classification. Further, It does 
not seek wholesale changes In the workplace and employment environment, but rather 
creates a fair basis for detemiinlng worker classification. At the same time it supports 
compliance and reporting efforts so that all workers, despite their classification, pay 
their fair share of taxes. 

One Club's Experience with Worker Classification 

Last year, a private golf and country club located in New York state was assessed a 
significant payroll tax liability by the IRS and was informed that the golf caddies at the 
club must be classified as employees. The club has appealed the determination 
which Is based on a host of inaccuracies, misrepresentations and unsound 
conclusions by the IRS as outlined below. This example is provided as a case study, 
because it clearly illustrates the problems endemic with the 20-factor test. 

Among the erroneous conclusions the IRS reached in the New York case is the 
determination that an employment relationship exists between the caddie and the club, 
based on an interpretation that the golfer is acting as an "agent" of the club. The IRS 
concluded that since the club's members are also owner-shareholders of the club, they 
were acting as agents for the club in making payments to the caddies. Accordingly, 
the caddies were deemed by the IRS to be under the control of the club and, 
therefore, employees. 

This line of reasoning not only seems absurd, it also fails to take into account severai 
important points. To begin with, not all members of the club are shareholders~only 
resident members have certificates of membership. Secondly, there is no factual basis 
to impiy that an agency relationship exists between the dub and Its members. 

The IRS took several other unusual positions in this case: 

(1) The IRS virtually disregarded dub practices concerning caddies and the fact 
that the caddies receive no remuneration unless they perform services for a 
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member or guest of a member. Remuneration for caddie services is paid to the 
caddie by the playing member directly. No work schedules are set by the club. 
Caddies report when they want to earn money, with no reward or sanction for 
working any particular hours. The club has no obligation to pay the caddies 
and does not pay caddies. The club neither enforces the payment, determines 
the amount to be paid or reconciles disputes. Finally, the club gives caddies no 
instruction, direction or advice on how to carry out their duties. 

(2) The IRS cited provisions of the New York State Disability Benefits Law which 
requires that dubs cover caddies under their Workers’ Compensation 
Insurance. From this, the IRS condudad, ’If they are employees under part of 
the laws that govern employees, and are not employees, why are they not 
under all the parts of the (germane) laws?” In fad, the New York State 
Disability Benefits Law specifically states that the services of golf caddies are 
not deemed to be employment. The Workers Compensation Law Is also careful 
to separate caddies from regular dub employees, simply stipulating that 
caddies should be covered as a matter of public policy. 

(3) The IRS totally disregards the fad that Revenue Ruling 69-26 (1969) had 
established that payment of caddies through a voucher system (members 
signing for their charges to be made against their dub account) does not mean 
caddies are employees. Since the dub does not permit members to sign for 
caddies, requiring them to pay with cash, the IRS conduded that the dub is in 
violation of its own rules, which require all members to sign for dub services. 

As a result. In an inconceivable stretch of logic, the IRS. determined that the 
dub does not qualify under the revenue ruling. In fad, however, caddie fees 
cannot be charged to the dub because they are not a service supplied by the 
dub. 

(4) The IRS also dted material from a booklet for caddies that Is published by a 
regional golf association and made available to caddies and members of the 
association. The booklet contains well-established rules of golf, etiquette and 
safety on a golf course. Although the dub neither published the booklet, 
contributed to the text, or established any of the rules or safety procedures 
contained within, the IRS incorredly referred to the booklet as the "dub's 
handbook" and dted it as evidence of training conduded by the dub for 
caddies. 

This dub does not train caddies. It merely provides a handbook produced by a 
regional golf assodation. The IRS reasoned that caddies who follow the booklet 
must be employees of the dub. This is tantamount to saying that a taxpayer's 
representative who follows Treasury Circular 230, Pradice Before the Internal 
Revenue Service, must be an employee of the IRS. Neither conclusion follows 
from the fads. 

(5) The IRS also apparently Ignored Sedion 530 relief which serves as a safeguard 
to proted a business from redassification of independent contrador as 
employees, if certain conditions are met. These conditions are as follows: 

■ The club has, since 1977, treated similar workers as independent 
contradors. 

■ The club has filed all required forms (1099) in a manner consistent with 
the individuals being Independent contractors. 

■ The dub has a "reasonable basis" for treating the Individual as 
Independent contradors. 

Under current law, a reasonable basis for treating an individual as an 
independent contrador may include revenue rulings, industry pradice, or the 
fad that the IRS has previously audited the dub and not redassified these 
individuals as employees. 
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Conclusion 


Our member golf clubs take pride In their contribution to the game of golf, for providing 
substantial work opportunities within their communities and for close adherence to 
legal and regulatory requirements. They are careful not to establish employment 
relationships with sports professionals or local caddie pools by following longstanding 
and well established industry practices. Despite their best efforts to comply with the 
existing IRS guidelines for determining employment status, they have often been 
thwarted by IRS agents anxious to find justification for an employment determination. 

The current effort by the IRS to reclassify caddies as employees is without basis. If it 
continues unchanged, it will substantially reduce-and potentially eliminate-the caddie 
programs at golf courses throughout the country. This wiil deny work, mentoring and 
significant scholarship opportunities for many young men and women. Caddying is 
truiy a unique tradition and a spedal situation. Based upon the apparent interest of the 
iRS, its future is dependent on reasonable changes in the laws related to worker 
classification. 

We appreciate the subcommittee's efforts to address the problems associated with 
worker classification and ask that it report H.R. 1972 to the fuil Committee for 
consideration. 
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Appendix A 

The Coalition to Preserve Caddie Programs 


American Junior Golf Association 

Caddie Master 

Carolinas Golf Association 

Colorado Golf Association 

Colorado Women's Golf Assn 

Georgia State Golf Association 

Golf Association of Michigan 

Golf Association of Philadelphia 

Indiana Junior Golf Association 

Massachusetts Golf Association 

Metropolitan Golf Association 

Minnesota Golf Association 

New Hampshire Golf Association 

New York State Golf Association 

Northern Ohio Golf Association 

South Dakota Golf Association 

Southern California Golf Association 

Southern Texas Golf Association 

Tarheel Youth Golf Association 

Toledo Distnct Golf Association 

Vermont Golf Association 

Virginia State Golf Association 

Western Golf Association/Evans Scholars Foundation 

Wisconsin State Golf Association 
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STATEMENT OF 

THE NATIONAL FEDERATION OF INDEPENDENT BUSINESS 

INDEPENDENT CONTRACTOR TESTIMONY 
HOUSE WAYS AND MEANS OVERSIGHT SUBCOMMITTEE 


The National Federation of Independent Business (NFIB) appreciates the opportunity to 
submit testimony on the issue of independent contractors and how they are being impacted by 
the Internal Revenue Service (IRS) enforcement NFIB is the nation’s largest small business 
organization representing more than 600»000 small business owners from all fifty states. The 
typical NFIB member has five employees and has $350,000 in gross annual sales. NFIB sets its 
public policy positions through regular polling of the membership. 

What is an Independent Contractor? 

Independent contractors are men and women who have decided to work for themselves 
instead of working for an employer. They are found in a wide variety of industries, and they 
usually control their own hours, work with their own equipment, and are not subject to the direct 
control of the business owner. 

Independent contractors play a very important role in both our economy and our society. 
An independent contractor is a budding small business. Deciding to work for yourself is the first 
tentative step toward establishing a business, llie United States has a strong tradition in 
encouraging entrepreneurs and business creation. The decision to strike out on one’s own as an 
independent contractor is often the first step in this process. 

Independent contractors also serve a variety of functions that are not easily performed by 
employees. They allow a small business owner to temporarily hire sonieone with a skill that is 
needed by the business for a short period of time or on an occasional basis. It is not unusual for 
a business to have variety of jobs arise during the year that cannot be handled with the current 
work force but that do not require hiring an additional employee. By hiring an independent 
contractor, a business owner can have the job taken care of quickly without having to hire 
someone that may have to soon be let go. The availability of independent contractors allows 
small businesses to be more flexible and more competitive. 

Imagine that you are a small retailer and you determine that you need to computerize your 
operations to keep better inventory control and to permit your business to grow. So you contract 
with a specialist to design the system for you, and you pay the person for the work after the 
product is delivered. 

One or two years later the Internal Revenue Service (IRS) is performing a standard audit 
and you are asked for the documentation on the work that was done. It is then that the IRS tells 
you that you failed to treat this individual as an employee and that you should have withheld 
taxes for social security and income, and that you are going to be penalized 100 percent of the 
liability and that, if you do not agree, the IRS will place a lien on your bank accounts effective 
in 60 days without any right to appeal. 

You never considered this person an employee, certainly the individual who did the work 
never considered himself an employee, but because of a vague set of rules, the IRS can come 
back after the fact and dictate this treatment of that individual. 

Thousands of small business owners face this issue every day and yet we wonder why 
small business owners have no confidence in our tax system. Should we also wonder why the 
1995 White House Conference on Small Business considered this the number one small business 
issue? 


This issue has festered long enough and needs to be resolved. NFIB, along with the 
Small Business Legislative Ck>uncil, have for the past five years co-chaired a coalition of some 
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50 organizations who have the common goal of reform of the indqpendent contractor rules. 

NFIB has worked with Congressman Christensen and others to support legislation to 
provide clarity to the independent contractor rules. Congressman Christensen is to be 
congratulated for realizing the importance of this issue and for the need for action in this area. 

Chairwoman Johnson is also to be congratulated for holding these hearings to permit 
debate of the real issues. NFIB looks forward to working with all members of the committee 
to resolve this important econcmiic justice issue. 

Background 

The issue of Independent Contractor Classification has literally vexed Congress, the IRS, 
and taxpayN’s for more than twenty years. Current law provides little real guidance to either the 
IRS or taxpayers with the result being lengthy court actions and many small businesses faced 
with the threat of bankruptcy from government action. Congress has attempted to address this 
issue in the past only to find itself faced with a wide array of complex issues raised to address 
special situations. 

The existing safe harbor under Section 530 of the Tax Reform Act of 1978 was made 
permanent in the Tax Equity and Hscal Responsibility Act of 1982. However, one need only 
look at the changes that have taken place in the e(X}nomy since 1982 to realize that a safe harbor 
that primarily relied on the existence of a prior audit is useless in an industry that did not exist 
before 1982. 

The growth in small business being attest to this week — small business week " 
provides the clearest reason why the classification rules for independent contractors need to be 
clarified. The millions of new small businesses owners, and the many millions of more job 
holders that have resulted, need to know that the purpose of the tax code is to fairly collect taxes, 
not to destroy jobs and opportunities. 

Often it appeared that the IRS, standing alone, sought to prevent the changes in the 
workforce that were happening in the workplace. Finally, after many years the IRS has publicly 
stated that it has no interest in whether a taxpayer is an employee or an independent contractor, 
so long as individuals properly report their taxes. 

In addition, small business has no interest in turning every employee into an independent 
contractor contrary to what many in the labor movement believe, llte resolution of this issue 
must provide the economic freedom for individuals to risk - risk being the basis for our 
capitalist economy. Concurrently, this same law cannot be used to force individuals into 
independent contractor status against their wills or in violation of existing laws. 

Legislation 

The more than 600,000 members of NFIB support this committee taking action to enact 
the bill introduced by Congressman Christensen, HR 1972. The legislation introduced by 
Congressman Christensen goes a long way to resolving the key issue in the independent 
contractor debate: What are the rules? Once everybody - taxpayers and the IRS -- knows 
what the rules are, issues of enforcement can be addressed much more clearly and 
straightforwardly without the need for unreasonable compliance rules. 

HR 1972 provides a clear outline to address the independent contractor issue. The 
Christensen bill does not permit wholesale reclassification of employees as independent 
contractors. It is important to note that the new safe harbor provided by this bill could only be 
available if income is properly reported. The new safe harbor requires the individual to take 
affirmative and definite steps to prove that he <x she is an independent business owner. State 
employment laws prevent en^loyers from wholesale reclassification and unemployment and 
worko's compensation statutes in most states prevent wholesale abuses. 
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Christensen Bill, HR 1972 

The premise of focusing the solution of the independent contractor debate on under- 
reporting of income, rather than on whether the lines are drawn precisely, is home from many 
at the IRS who clearly believe that the IRS has no direct interest in whether an individual is an 
independent contractor or an employee, so long as the individual accurately is repotting his or 
her income. 

The Christensen legislation seeks to provide the individual with a choice, but a choice that 
comes with a responsibility. The bill requires a taxpayer to properly report his income to be able 
to use the additional safe harbor available in HR 1972. , 

This key factor has been left out of many analyses of HR 1972 and is fundamental to 
making it work so it bears repeating. HR 1972 simultaneously requires the service provider 
and service recipient to properly report all income to receive the benefits of the new safe 
harbor. 

This proposal was designed so that both parties would have control. Its purpose is not 
to permit employers or service recipients to eitfotce wholesale changes to their workforces. 
Concurrently, it does provide flexibility to the service recipient It permits a business with 
eirqrloyees perforttring one function to utilize an outside independent contractor when 
circumstances warrant without fear of IRS retaliation. 


HR 1972, The IC Tax Simplificatian Act of 1995 

In general, this proposal will substitute a new set of criteria for detemrining whether an 
individual is or is not an irtdependent contractor by providing rules on who is not an employee . 
Current law relies on 20 common law factors that do not permit a factual determination of the 
individual's status as it is determined on an industry-by-industry basis. In our proposal, the 
deteimination is made whether the individual is or is not an employee, if he or she is not an 
employee, the individual is an indqtendent contractor. 

This new criteria may only be used if the independent contractor and the business for 
whom services are being performed correctly comply with income reporting rules. If the service 
recipient properly reports all payments for service to the IRS, then the rules may be relied upon. 
If all payments ate not properly reported, neither the independent contractor nor the service 
recipient may rely upon this new rule, and must base any determination on the existing common 
law rules and existing case law. 

General Rule 

If the requirements of Section b, c. d, and e of HR 1972 are met, the service provider will 
not be consider^ an enqrloyee and both the service recipient and payer will not be considered 
an employer. 

Section fbl 

The service provider or independent contractor will satisfy this section’s requirements if 
the individual can exhibit: 

1. a significant investment in assets and/or training; 

2. incurring significant unreimbursed expenses; 

3. agreement to conqrletc a project and is liable for damages and may be terminated 
without cause; 


4. 


payment on a commission basis; 
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5. purchasing of products for resale. 

This section is intended to demonstrate training and investment in the business whether 
the investment is in physical assets or intellectual property and training. In addition, if products 
are purchased for resale or on a commission, the individual is obviously risking his or her own 
capital and should be considered as in business. 

Section fc'l 

The indqtendent contractor must demonstrate the use of a principal place of business or 
the service provider must demonstrate the intention to offer his services to others and to be 
marketing his services on a regular basis. Qualifying in this section illustrates both independence 
and an investment in an office. In addition, if the individual has gone to the trouble of 
registering a trade name with the state, it is evidence of independent contractor status. 

Section fdi 

A written contract must exist stating that the services are being provided and that the 
person will not be treated as an employee. A written contract that states the responsibilities for 
paying taxes by both the service recipient and service provider will help to insure compliance and 
awareness by both parties of their tax obligations. 

Section fel 

This section prescribes that if the service recipient fails to meet his obligations to file 
information reporting returns, they cannot rely upon the protection in this section. They must 
then rely upon existing law and all of its traps. 

Tax Compliance Estimates 

As an aside, recently the IRS released a study of compliance between 1985 and 1992. 
The study reveals a growing tax compliance gap especially in categories where self-employed 
taxpayers are predominant Troubling as this might be, one must wonder whether there is any 
correlation between the increase in the tax compliance gap and the overwhelming number of 
changes made to the Internal Revenue Code over this same time period. 

Congress between 1984 and 1992 enacted nearly 10,000 changes to the Internal Revenue 
Code! Small business owners are among those least able to spend the time to become aware of 
these changes. Even large fftms have increased difficulties with the tax code, and I recall the 
Chief Financial Office of Mobil Corporation, in testimony before this Committee, exhibiting a 
pile of papers several feet high as its annual tax return. 

This same individual was then asked if he thought the tax return was accurate in all 
respects, and he was required to give a qualified answer because he knew that some issues were 
open to various interpretations. Well, if a Fortune 100 company with its army of lawyers and 
accountants are having trouble, what do you think small business owners are having? 

NFIB members are not trying to avoid paying their fair share of taxes, but they want rules 
that they can understand the implications of and with which they can comply. Compliance gaps 
will only go down if we begin to move in this direction. 

Clearly, the Christensen bill would only work with adequate tax enforcement mechanisms 
to insure that both service providers and service recipients are properly reporting these items on 
their tax returns. NFIB would support such efforts so long as they were consistent with realistic 
reporting rules. 

HR 582 ~ Legislation Introduced by Congressman Jay Kim 

The Kim legislation makes several constructive proposals with regard to the Section 530 
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safe harbor. Since the Christensen legislation seeks to propose a safe harbor that could be used 
as an alternative to Section S30, and since many industries have come to rely on Section 530, 
the Committee may want to look at how 530 woiks when considering legislation. 

Specifically, the Committee will want to consider proposals which address the consistency 
standard insofar as what is defined as a significant segment of an industry for satisfying Section 
530. The proposal in the Kim bill seeks to place a 25 percent threshold on this definition. This 
issue is important because the IRS seems to believe that at least 95 percent of an industry must 
be the definition of a significant segment of an industry. 

Any threshold must consider whether other factors should be applied, such as regional 
considerations and urban vs. rural concerns. 

White House Conference on Small Business 

In June of 1995, the 2,000 small business owners attending the White House Conference 
on Small Business told IRS Commissioner Richardson, face to face, that the classification issue 
was of great concern to them. The Conference then proceeded to make the classification issue 
its number one concern. 

Earlier this year, the IRS at long last le^ndcd. The IRS offered a major revision to its 
training manual for IRS employees illustrating how the 20 factors should be utilized in 
performing a classification audit Concurrently, the IRS also released a settlement program 
whereby a taxpayer under audit could settle the case for only a percentage of the current year's 
liability, provided the taxpayer agreed to treat the individuals whose status was in dispute as 
employees in the future. 

Comments on IRS Training Manual for Determining Employee or Independent Contractor 
- Published 2/9< 

Although an important step forward for the IRS, the manual only serves to illustrate the 
need for permanent legislation. First, since the manual does not have the force of law or 
regulations, neither Congress nor taxpayers have die opportunity to comment on what the manual 
proposes to do. The manual fails to address issues relating to operation of the Section 530 safe 
harbor and how to interpret the consistency standard in a way that is rational and makes sense. 

While the manual states that independent contractor status is a "valid and appropriate 
business choice", the IRS and Congress have the responsibility of interpreting the law to prevent 
abuse of individuals. Concurrently, it also has the responsibility to prevent the abuse of other 
individuals who choose to be independent contractors and self-employed small business owners. 

Overview of Training Manual 

The manual seeks to dissect the 20 factor rules and provide IRS employees with a more 
realistic view of the way in which business is done today and the nature of how those 
relationships have changed. Where the manual falls short is where it fails to give the agents clear 
guidance on how to weigh and balance the 20 factors in different circumstances other than to tell 
them that certain factors ate irrelevant in specific circumstances. 

In many ways the manual makes the case that small business owners have made for years, 
i.e. that the 20 common law factors are extremely ambiguous and that the application of the 20 
common law factors is highly subjective. The second issue where the manual also makes a 
positive although minor contribution is in the application of the Section 530 safe harbor, even 
though it fails to completely follow through in this area. 

The manual provides that the examining agent must, even if the taxpayer fails to raise the 
issue, determine whether the Section 530 safe harbor can apply. Yet the guidance then fails to 
help the agent determine what is a reasonable basis for taking a position and what constitutes an 
industry practice. 
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Specific Comments 
Interpreting the 20 Factor formula 
Control Standards 

The Manual on page 1-6 states three preliminary points: 

There is no magic number of factors used; the factors merely point to facts to be used 
in evaluating the extent of the right to direct and control. 

As in any examination, all relevant information needs to be explored before answering 
the legal question of whether the right to direct and control associated with the enqtloyment 
relationship exists. 

The evidence that you gather must be factual and well documented and must support your 
determination; it is not sufficient to state a legal theory. 

The subjective nature of the control factors and the interpretations of the control factors 
can have the result that many of the issues arc neutral factors in determining whether the 
individual is an employee or independent contractor. While the manual is attempting to 
encourage IRS employees to use their initiative in developing these issues, it also fails to give 
them direction. 

For many years IRS employees have viewed the independent contractor relationship 
negatively to say the least Failing to provide a more concrete basis for the IRS employees in 
their analysis for relevant weighing of factors may result in an examination turning not on 20 
factors but in the balance on two or three factors. 

Behavioral Control and Financial Control 

In the factors listed under behavioral control, the IRS concedes that several issues are 
indicative of either employee or independent contractor status. The profession or occupation 
which required prior training and abilities lends itself to being independent of control and 
indicative of independent contractor status. 

Many of the financial control factors can be of neutral importance, or significant 
relevance, depending on how the taxpayer has built the relationship. Qearly the auditor is 
warned not to take the taxpayer's word for the relationship evidenced by the discussion about 
written agreements. 

Burden of Proof 

The basis for most tax return examinations is that the taxpayer has filed a tax return 
where it treats an item in a specific way, and the IRS employee is free to question the tax 
treatment. On the issue of independent contractor status, the burden is on the taxpayer to provide 
the agent with all relevant information available to the taxpayer and then the burden is on the 
taxpayer to provide all other relevant information requested. 


The IRS is not constrained in what it can ask for and in how much it may ask for as long 
as the request is relevant to the issue. Under the new manual, the instructions have not changed 
as much as the interpretations of specific facts. Oearly, the manual does place an increased 
burden on the IRS to justify a finding of employee status. However, the burden can be even 
greater on the taxpayer who may never have considered answering all of these questions because 
it was confident of reliance on the Section S30 safe harbor. 


Raising the Section 530 Safe Harbor 
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The Section 530 safe harbor, made permanent in the 1982 Revenue Act, permits a 
taxpayer to qualify for use of an independent contractor status based on a consistency test and 
a reasonable basis test The proposed audit manual requires the IRS to find diat an employee 
status exists and then to look to Section S30 issues. To many small business owners this may 
be taking the issue backwards. This new rule places a significandy increased burden on many 
taxpayers who never considered seeking relief under the 20 factors. 

In the Revenue Act of 1978, and then 1982, this issue of whether the taxpayer’s 
relationship must first be deemed en^Ioyee and employer before the safe harbor can apply never 
is raised. The proposed manual makes this a requirement that the IRS first find that an employee 
reladonship exists and then look to Section 530. We believe that this should be changed to 
provide the taxpayer an opportunity to rely on Section 530 immediately after the IRS raises the 
issue of enq)loyee status. 

Reasonable Basis Test and Industry Practice 

Another concern over the 530 safe harbor is that, after extensive analysis of the 20 factor 
rules, it provides the agent with litde guidance on the reasonable basis test regarding industry 
practice. 

The safe harbor permits an independent contractor relationship to exist if based on long 
standing industry practice that independent contractor status is a recognized practice of a 
significant segment of the industry. Many court cases have sought to resolve what is the 
meaning of "tong standing", "significant", and what is "an industry". 

This is reminiscent of the Soliman decision on home office deduction where the Supreme 
Court relied on a dictionary definition or the word "principal" in the phrase "principal place of 
business". Many small business owners lost out on this definition. 

The IRS fails to provide any realistic guidance on how to inteipret these factors in the 
context of a reasonable basis requirement and as many employers rely on the safe harbor, the 
result will be failure of the test since the IRS has alre^y deemed them an employee. 

Recommendations 

o Provide additional guidance on how the factors are to be weighed and the contexts in 
which the IRS ^ployee may use his initiative n> weigh the various factors. 

o Permit the agent to use the 530 safe harbor at the beginning. There is no need to have 
the agent find that an employment relationship exists, only to have to disprove his own theories 
about the taxpayer. It goes against human nature. 

o Provide more guidance to help the IRS auditor understand the possible reasonable basis 
standards. 

o Permit the auditor to look to significant segments on a regional and local basis when 
considering the industry practice standard. Provide guidance that permits a taxpayer to rely on 
an industry segment which does not conqiiise nK>re than half of the industry. 

o Continue the process of employee education on an annual basis, as business factors are 
always changing. 

This Committee, in addressing the worker classification issue, may wish to consider 
whether Section 530 should in be codified to protect those industries who rely on their status 
based on Section 530 and who have done so for the last twenty years. In addition, the 
Committee may wish to consider how to make Section 530 work more efficiently with regards 
to definitional issues. 

Finally, the Committee may wish to consider eliminating rules that prevent some 
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industries from qualifying under Section 530, such as technical services workers. It would make 
no sense to have a rule that resolves the issue but which has so targeted a provision that it is 
unfair to one sector of die economy. 

Conclusion 

This Subcommittee should consider and report HR 1972 to the full Committee for positive 
action. Issues of concern to groups or individuals should be addressed so as to prevent the 
proposal from being abused by anyone. Clearly, the current enforcement pattern has severe 
difficulties and it is our firm belief that a line must be drawn somewhere so that taxpayers can 
obey the rules. It is clearly unfair to millions of small business owners and the millions of 
independent contractors to have this issue remain in Umbo any longer. 

While the revised audit manual provides better guidance to IRS employees, it does not 
sufficiently establish what the mles are for all sectors of the economy. The results of the new 
manual only place a greater burden on whether the Section 530 safe harbor rules provide any 
reUef. Clearly, they need work. 

Finally, audit guidance is no replacement for statutory certainty. With aU due respect, if 
new leadership emerged at the IRS, taxpayers would have no recourse to Congress on an audit 
manual. 

Statutory guidance is needed to resolve this issue and NFIB supports efforts to update the 
existing law by adding the safe harbor included in HR 1972. 
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I. Introduction: Madam Chairwoman and members of the Subcommittee, thank you for 
this opportunity to comment on the above-referenced issue and pertinent legislation being 
considered by you and your colleagues. My name is Robert G. Drummer and I am Director of 
Government and Public Relations for the National Technical Services Association (NTSA). 
NTSA’s comments are designed to assist you in crafdng and passing legislation which will clarify 
and simplify the distinction between “independent contractors” and “employees” for both tax and 
employment law purposes. As you analy 2 e Rep. Jon Christensen's bill, H.R. 1972, and any other 
comparable legislation (i.e., H.R. 582, S. 1610), please consider the following: 


IL NTSA Member Concerns 

Members have been concerned for some time over the widespread confusion concerning the tax 
policy standards under which technical services personnel could - reasonably - be classified as 
independent contractors. When the IRS, applying the common law test, has addressed the issue of 
worker classification in the technical services industry, the IRS has generally been of the view that 
the personnel are employees of the technical services firms for purposes of federal income, social 
security, and unemployment tax withholding.* 

Some firms, especially those with a computer specialty focus, would prefer to classify their 
personnel as independent contractors. Still other firms would prefer to classify their workers, on a 
contract by contract basis, as employees ^ independent contractors. 

Members believe that standards for classifying workers as independent contractors or employees 
should be clear and objective, leaving little doubt as to the outcome of an IRS audit. While NTSA 
has never advocated a preference for one classification over another, it has repeatedly urged that 
worker classification standards be applied consistently so that firms and individuals which supply 
like services in competitive marketplaces are subject to the same set of rules and the same set of 
outcomes for non-compliance. 


* Rev. Rul. 87^1. 1987-1 C.B. 296; Rev. Rul. 75-41. 1975-1 C.B. 323; LTR 8552072 (Sept 30. 1985); LTR 8324005 
(technical advice memorandum. Feb. 24, 1983); Ltr 8403(X)3 (technical advice memorandum supplementing LTR 
8324005, September 22, 1983). 
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Unfortunately, employment status determinations currently do not provide for consistent outcomes. 
Each employment status determination is made on a “facts and circumstances” basis. The 20 factor 
common law test, which assumes some subjective interpretation on the part of enforcement 
personnel, often results in conflicting outcomes. Other IRS enforcement activities often result in 1) 
investigations of employers who have not misclassified their workers; 2) reclassification for certain 
employers’ workers but not their competitors’ workers; or 3) no action against employers who are 
covert under the relief provisions established under § 530 of the Revenue Act of 1978.^ 

111. Practical Considerations 

The application of IRS worker classification standards, whether in their current form, or as may be 
amended, however, apply only to tax related questions. A worker who may be classified as an 
independent contractor for tax purposes under any set of standards, may remain an employee under 
the criteria set forth in the Fair Labor Standards Act, Title VII of the Civil Rights Act, the 
Americans with Disabilities Act, the Family and Medical Leave Act and various state 
unemployment and workers’ compensation laws. The idea that worker classified as an independent 
contractor for tax purposes might later successfully challenge a failure to pay premium overtime or 
make a claim for an uninsured work-related injury is perplexing.^ This anomalous but very real 
result can only lead to more confusion and inequities. 

Following, for example, is a brief listing of liability issues which can result when a worker is 
misclassified as an independent contractor. 

A. Tax and FICA Liabilities 

As previously noted, a worker who has been misclassified as an independent contractor is 
subject to retroactive reclassification as an employee making the technical services firm 
liable for significant tax and social security payments and penalties. Among them: 

1) A penalty for failure to withhold income tax fttmi the employee equal to 100% of the 
amount of the income tax which should have been withheld.^ 

2) One hundred percent (100 %) of the income tax itself which should have been paid 
by the employee unless the employer can prove that the employee paid his full 
income tax liability. A signed certificate. Form 4669, obtained from the employee, is 
generally required to meet this burden.^ 

3) A penalty equal to 100% of the FICA taxes which should have been withheld from 
the employee’s pay.® 

4) One hundred pjcrceni (100%) of the FICA tax itself (employer plus employee share).^ 


^ United States Committee on Government Operations House Rqx>n 101 -979, pg. 1 1 (Nov. 9, 1990). 

^ In Robert A. MUishen v. Otis Elevator Co..etaL, 1990 U.S. Dis. LEXIS 12465 (9-19-90) a computer consultant was 
reclassed as an employee for purposes of workers’ compensation coverage in the District of Columbia. In re: TSR 
Consulting Services, Inc., 1990, N.Y. Appl. Div. LEXIS 13035 (1 1-I-90) a computer consultant was reclassed as an 
employee for New York unemployment compensation purposes; See alsokoAiam, Inc., v. Thomas F. Harinessas 
Commissioner of Labor, 1990 N. Y. Appl Div. LEXIS 1 1296 (9-20-90) and Beau v. Commissioner of Jobs and 
Training. 1991 Minn. App. LEXIS 799. (8-13-91). 

* IRC Sec. 3402(a). Sec. 6672. 

5 IRC Sec. 3403. 

® IRC Sec. 6672. 

IRC Sec. 3102(b). 
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5) In addition, there can be penaides for failure to file a return, negligence penalties, 
and fraud penalties in the event that it is determined that the employer’s 
misclassification of the worker is fraudulent.^ Further, these taxes and penalties are 
collectible from officers, directors or other “responsible persons” acting on behalf of 
the employer. In extreme cases, criminal penalties may also be assessed.^ 

B. Overtime Payments and Penalties 

A worker who has been misclassified as an “independent contractor” may not have been 
paid overtime in accordance with the Fair Labor Standards Act. Once reclassified as an 
employee, he becomes subject to this Act and for each week in which he worked over 40 
hours he becomes entitled to the following: 

1) one-half the hourly rate for each such hour worked; 

2) a liquidated damages amount of up to 100% of this half-time rate; 

3) attorneys’ fees; 

4) additional FICA and unemployment tax (paid with respect to the employee) based 
upon the increase in the wages paid to the employees. 

The statute of limitations for FLSA violations is 2 years except for willful violations, in 
which case the statute of limitations is 3 years. In severe cases, the firm may also become 
subject to criminal penalties. 

C. Workers* Compensation Liabilities 

When a worker is reclassified as an employee, he becomes entitled to claim workers’ 
compensation benefits for injuries incur^ on the job. The technical services firm can 
become liable for payment of workers’ compensation benefits regardless of whether 
appropriate coverage was maintained. The technical services firm can also become subject 
to fines and its principals subject to imprisonment under state law for failure to have 
adequately provided workers’ compensation coverage for all of its employees. 

D. Unemployment Compensation LiabilUies 

Companies that retain workers as independent contractors who are subsequently reclassified 
as employees become liable for unemployment compensation contributions for the 
employees. As with income taxes, responsible persons (i.e., officers, directors, etc.) of the 
employer can become personally liable for these amounts.*^ 


8 IRC Sec. 6651 and IRC See. 6653(a)-(b). 

^ See 22 ALR 3rd 8; See also 51 ALR Fed. 59, Rev. Rut. 67-18, Ltr. Rul. 7905073, and ]ncx>me Tax Regulations 
Section 31.340l(c)-l. 

See Fair Ubor Standards Act, 29 USC 201-219, and 51 ALR Fed. 702. 

See , for example. The Pennsylvania Woriemen’s Compensation Aci,P.L. 736, as amended. Sections 103, 104, 301, 
and 305. 

Silverman v. Dudley, 244 NJE. 2nd 53 T, CA. Wrig/a Pluming Company v. Unemployment Compensation Board of 
Review, 293 A. 2nd 293. 
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E. Liability for Personal Injury or Property Damage 

When a company retains a genuine independent contractor, the independent contractor 
generally stands on its own with respect lo liability to third parties for its actions. The 
independent contractor is generally not acting as the representative or agent of the company 
and the company is not liable for any injury or damage which the independent contract may 
cause to third parties or their property. However, when a person is reclassified from 
“independent contractor” to “employee,” the employer (i.c., the technical service company) 
can become liable for the on-the-job acts of the “employee,” including personal injuries 
caused to third parties and property damage caused to property. 

IV . Policy Recommendations 

Whatever rules are finally adopted by Congress must apply equally to all companies and workers, 
regardless of how long a company has been in business and regardless of how it has classified its 
workers in the past. If rules are linked to the age of the company or how it classified woikers in the 
past, the confusion and inequities will simply continue. NTSA continues to support repeal or 
substantial modification of the relief provisions offered under § 530. NTSA also believes that a 
limited scope taxpayer amnesty program should be instituted concurrent with the repeal of § 530. 
In addition, NTSA continues to urge Congress to provide significant guidance by setting forth a 
limited number of factors which employers, individual taxpayers, and enforcement organizations 
might use to qualify employment status determinations. These factors should be based on common 
law and expressed as safe harbors. 

NTSA suggests this balance can be achieved by enacting two safe havens - one for independent 
contractors and one for employees. Each can be developed through the prioritization of common 
law test elements. Taxpayers who fall within one of diese “safe havens” could rest assured that they 
would not be subjected to large retroactive penalties should (heir worker classiHcation be 
questioned upon audit. Likewise, NTSA believes that if a worker’s situation is such that he or she 
disputes the classification, he or she should be able to request a ruling from the IRS based on the 
broader application of the 20 common law factors. This request would be made through a version 
of the current Form SS-8 procedurc.^^ 

V. About NTSA 

The National Technical Services Association (NTSA) is a non-profit 501(c)(6) organization which 
exists to promote the legal, legislative, regulatory, strategic business development, and continuous 
process improvement interests of member firms. Member frnns supply a wide range of design, 
drafting, engineering, project management, computer programming, systems analysis, staff 
augmentation, and technical publication services, for profit, to industry and government clients. 
Member firms now number among their clients most major American corporations, thousands of 
small industrial companies, government agencies, and colleges and universities across the United 
Stales. Member firms employ more than 280,000 personnel who possess the training and 
experience required to meet America’s rapidly changing technical requirements. 


Relations 


^Roft^jS^. Drummer, Esq. 
Director, Government & Public 



See “Staternent of the National Technical Services AssociaUon.” Hearing before the Commerce. Consumer, and 
Monetary Affairs Subcommiiiee ^ die Committee on Gov^ment Operations House of Representatives, 101st 
Cong., 1st Sess., June 8, 1993. 
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WRITTEN TESTIMONY OF THE SECURITIES INDUSTRY ASSOCIATION 

SUBCOMMITTEE ON OVERSIGHT 
COMMITTEE ON WAYS AND MEANS 
UNITED STATES HOUSE OF REPRESENTATIVES 

July 3, 1996 

The Securities Industry Association (’SIA*) ^reciates the opportunity to submit written 
testimony on the issue of indqiendent contractor status. The SIA brings together the shared 
interests of about 700 securities firms throughout North America to accomplish common goals. 
SIA members - including investment banks, broker-dealen, q)ecialists, and mutual fimd 
compaiues — ate active in all markets and in all phases of corporate and public finance. In the 
United States, SIA members collectively account for s^rproximately 90 percent, or $100 billion, 
of securities firms’ revenues and employ about 350,000 individuals. They manage the accounts 
of more than SO million investors dire^y and tens of millions of investors indirectly through 
corporate, thrift, and pension plans. 

Our testimony addresses employment classification for U.S. federal income tax purposes 
of service providers in the securities industry. Under current law, a subjective *20 factor* 
common law test is applied to determine how a worker will be classified for tax purposes. 
Under the *contror factor, if the worker is required to comply with instructions given by the 
service recipient about when, where, and how to work, the worker is generally consider^ to 
be an employee rather than an independent contractor. 

In the securities industry, as in other regulated industries, government regulatory agencies 
and self regulatory bodies, such as the National Association of Securities Dealers (*NASD*), 
tell securities firms and the *registerBd rqtresentatives* associated with these firms how certain 
aspects of the work ate to be done and how they may not be done. Indeed, such agencies impose 
upon the securities firms a *duty to supervise* the registered representatives to ensure that ftese 
regulatory requirements ate satisfied. In such an industry, Ae *duty to supervise* must be 
distingui^ed from the ‘right to control* in applying the 20 factor common law test to determine 
employment classification. The Internal Revenue Service (*IRS*), however, does not generally 
recognize this critical distinction. Accordingly, we respectfully urge Congress to clarify that 
actions undertaken by a business to satisfy a ‘duty to supervise* to ensure compliance with 
regulatory requirements in a regulated industry are not indicative of either employment or 
independent contractor status. 

A. The Duty to Supervise in a Regulated Business 

If the service recipient is a business in a regulated industry, such as the securities 
industry, the worker should not be deemed to be an employee if the business implements policies 
and procedures necessary to ensure compliance with regulatory requirements imposed on it by 
government agencies. 

A business in a regulated industry must insure that its workers meet the requirements and 
standards set by the regulatory agencies. By implementing policies and procedures of the 
regulatory agencies to insure such compliance, the business is merely acting as an agent of the 
government agency. Any behavioral controls that the business imposes on the worker through 
these policies and procedures are designed to foster the regulatory goals of the government or 
self-regulatory agency and comply with applicable laws, not to enhance the benefits or profits 
that may flow to the business as a result of the workers’ performance. Accordingly, if a 
business is required by regulatory agencies to supervise the activities of its workers to insure the 
workers’ activities are in compliance with the regulatory agencies’ rules and regulations, such 
supervision should not be indicative of either employee or independent contractor status. 

Specifically, in the securities industry the law requires that a ‘registered representative’ 
who is engaged in the investment banking or securities business must be associated with a 
broker/dealer. Some registered representatives spend their entire workday attempting to generate 
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commission income for themselves and for the benefit of the broker/dealer. Other registered 
representatives operate their own businesses, which may consist solely of selling securities, or 
may also include financial plaiming, investment advisory services, insurance brokerage, estate 
planning, business consulting, accounting, tax preparation, etc. Such registered representatives 
operate as separate entrepreneurs and may have employees of their own. In both situations, the 
registered representative, as well as the broker/dealer with which he or she is associated, is 
subject to the rules and regulations of the Securities Act of 1933, the Securities and Exchange 
Act of 1934, and the rules of self regulatory organizations such as the NASD. Under these 
rules, a broker/dealer does not have the right to control a registered representative associated 
with it; rather such a broker/dealer has the duty to supervise the registered representative with 
respect to his or her adherence to the regulations of the Securities and Exchange Commission 
and the NASD. Indeed, a registered representative may be subject to disciplinary action by the 
NASD on the basis of customer complaints. Such authority vested in the NASD clearly 
indicates that the right to control the registered representative resides with the NASD rather than 
with the associated broker/dealer. 

B. Judicial Interpretation of "Control* Factor 

Case law supports the view that compliance with government regulation does not indicate 
'control* by the broker dealer. Courts have repeatedly stated that compliance should be a non- 
factor in the worker classification determination.^' For example, in North American Van Lines. 
Inc. V. NLRB^ . the court rejected the significance of the company’s compliance with the 
government restrictions in determining worker classification: 

[Rjestrictions upon a worker's manner and means of performance that spring 
from government regulation (rather than company initiatives) do not necessarily 
support a conclusion of employment status. S££, Local 777. Democratic 
Union Org. Comm.. Seafarers Infl Union v. NLRB . 603 F.2d 862, 875-76 (D.C. 

Cir. 1978). Indeed, employer efforts to «i$ure the worker’s compliance with 
government regulations, even when those efforts restrict the manner and means 
of performance, do not weigh in fovor of employee status.^ 

Additionally, efforts by a business to ensure compliance with government regulation 
should not be relevant to the control test. In Yellow Taxi Cab Co. v. NLRBy . the airport 
established a detailed regulatory ordinance prescribing strict procedures for the operation of taxis 
at the airport, including the maintaining of “trip sheets.'^ The court held that the compliance 
measures requiring the preparation of reports were not important in the determination of worker 
status. The D.C. Circuit stressed that '[cjourts have consistently held that regulation imposed 
by government authorities does not evidence employer control.’’*' As this decision indicates, 
the broker/dealer does not exert control when he or she requires a registered representative to 
comply with Securities and Exchange Commission regulations by compiling account reports. 

Each of these decisions is premised on the fact that service recipient compliance with 
government r^ulation does not amount to 'control* exerted by the service recipient. Rather, 
the service recipient is performing its duty to supervise as required by law. Expressing this 


Sfifi. Yellow Taxi Cab Co. v. NLRB . 721 F.2d 366 (D.C. Cir. 1983); 

V Associated Diamond Cabs. Inc. . 702 F.2d 912 (11th Cir. 1983); Air Transit. Inc, v. 
NLRB. 679 F.2d 1095 (4th Cir. 1982). 

y 869 F.2d 596 (D.C. Cir. 1989). 

Id. at 599. 

1' 721 F.2d 366 (D.C. Cir. 1983). 

5' Id. at 371. 

» M. at 374. 
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view, the court in Local 777. Democratic Union Ore. Comm.. Seafare rs Infl Union v. NLRB ^ 
rejected the National Labor Relations Board's (’NLRB’s*) decision tint compliance evidences 
control: 

As for the Board’s argument that the extensive regulation of taxi-drivers by 
municipal ordinance de facto gives the companies control ova the driver’s 
conduct on the job, the NLRB’s position is not only inconsistent with precedent, 
but also evidences a misundershmding of the effea of state regulation on the 
nature of the employeremployee relationship. 

Government reg iilatinti.s constitute simervision not bv the employer but bv 
the state . Thus to the extent that the govcniment r^ulation of a particular 
occupation is more extensive, the control by the putative employer becomes less 
extensive because the employer cannot evade tte law eithtt and in requiring 
compliance with the law he is not controlling the driver. Thus requiring drivers 
to obey the law is not mote control by the lessor than would be a routine 
insistence upon the lawfulness of the conduct of those persons with whom one 
does business. 

In the situation before us, whatever control is exercised is not the master’s 
but that of the local government. That the stale has chosen to to regulate cab 
drivers so that those who lease cabs can be reasonably confident of the conduct 
of the drivers while in their cabs does not mean that the lessors thereby ’control* 
his conduct. That government regulation has made supervision or control by the 
lessor unnecessary is not the equivalent of the presence of actual supervision or 
control. (Emphasis added.]*' 

Thus, we urge that Congress clarify that where a third-party regulator imposes 
requirements on a worker and supervisory requirements on the business to make certain that the 
worker meets the regulatory agency’s requiremoits and standards, any reasonable actions taken 
by the business to satisfy those supervisory requirements should be treated as neutral and not as 
evidence of either employee or indqiendent contractor status. 

C. Summary 

Congress adopted the Exchange Act to assure securities consumers that the information 
they receive from neutered rqnesentatives is informed and accurate. Compliance with 
Securities Exchaiige Commisson and NASD regulations does not evidence broker/dealer control, 
but rather control exerted by the government in furtherance of its objective. Therefore, 
compliance with the requirements of the Exchange Act and the NASD, should not to be 
considered when assessing the 'control* factor under the common law 20 factor test for worker 
classification. 

Current law must be clarified to eliminate ctmsidetation of compliance with government 
regulations when determining worker classification. Such clarification could be accomplished 
eith» by diminating the subjective 20 factor test in favor of objective standards, such as those 
contained in the legislative proposab pending in tiie House, or by clarifying legislatively the 
manner in which the common law control test should be administered by the IRS. 

• « « 

Thank you for your consideration of this issue of great importance to the securities 
industry. 


603 F.2d 862 (D.C. Cir. 1978). 
Id. at 875-76. 
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Ckmr SmUk AppUmii Chair /afasoa *t indtpemlfHl CoatmOor Heariags 

Washington, D.C. - Rep. Linda Smith, Chair of the House Small Business SuboNnmittee 
on Taxation and Finance, today applauded Rep. hUncy Johnson, Chair of the House Ways it 
Means Subcommittee on Oversight, for holding hearings on the issue of worker classification. 

^Chairwoman Johnson understands the need for new, clear criteria relating to worker 
classiflcaUon, and her leadership is pivotal to a resolution,** Smith said. '^Because small 
business owners create the majority of jobs in America, they need clarity and consistency to 
contifuie to grow our economy,** &njth added. 

Cluurwoman SnUth hrid bearings on clarifying the status of independent contractors last 
year, after delegates from across the nation to the 1995 While House Conference on Small 
Business voted it thdr top lepslative recommendation to President Clinton and to Congress. All 
witnesses who testifted bidbre Chairwoman Smith ~ including the IRS and the GAO — agreed 
the law must be clarified because it results in confusion and inconsistent tax treatment of 
workers. Yet, one year later, President Clinton*s Administnilion has proposed no legislation to 
clarify the law. 

^‘CoiMpw must move forward now to protect our nation's small entrepreneurs from the 
large back taxes, penalties and interest th^ face when the IRS unfairly reclassifies independent 
contractors as employees, ** Smith urged. Chairman Joluisoa*s first hearing last week revealed 
that far loo many small businesses face this problem under today’s law. 

‘‘H.R. 1972 is a strong bill in the right direction,” Smith said about the key proposal 
before Congress which she co-sponsors. ”ln effect, slightly modified, it could provide a new, 
safe harbor for smotf businesses that hire iegitimate independent contractors, so that oil 
employers and workers can better rely on the law,” Smith explained. 

”But the IRS must change its focus under any new criteria Congress esiablishcs,” Smith 
rdterated, ”or Congress* work will be in vain.” While the IRS’ has developed a new draft 
training manual which represents a good first st^, it is based on today's criteria and omlinucs 
to show a bias i^iisC independent contractors. 
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Software Industry Coalition 


2369 Gtanera Street, Santa Clara, CA 95054-1322 Policy Project 

Phone: (408) 980-8294 FAX: (408) 980-8295 Phone: (408) 479-8743 Fax: (408) 479-9247 ' 


June 17, 1996 


TO: Subcommittee on Oversi^t of the Committee cm Ways and Means 

RE: Classification of workers as employees or independent contractors for Federal tax purposes. 


This testimony is submitted for consideration by the committee and for inclusion in the printed 
record of the June 4^ hearing of the Oversight Subcommittee of the House Ways and Means Comnuttee. 

The Software Industry Coalition, based in California’s Silicon Valley, consists of several of the 
software industry’s leading edge companies. CoUectively our members have over 126,000 employees and 
world-wide revenues of over S36 billion. 

The software industry is one of America’s most rapidly chan^ng industries. Software products 
typically experience a short life cycle, yet they require extensive development work to produce. In order 
for software companies to compete they must stay on the leading edge of the technology. This requires 
that they have access to technical expertise on a project by project as-needed basis. In a timely fashion The 
best technical experts, being in high demand, fi-equently prefer to work within their own businesses as self- 
employed contractors rather than as employees. 

High tech companies in California frequently rely these self-employed consultants to supply 
technical expertise for critical projects. A recent survey by the California Employment Development 
Department indicated that over 25% of software profesrionals in Califorma are obtained through contracts 
with outside sources such as self-employed consultants. These working relationships are a major source of 
innovation in our high tech industries. The existence of this kind of industry support infrastructure plays a 
major part in the industry’s global competitiveness. 

Unfortunately, unclear rules for determining work^ status can make these professional 
working arrangements extremely risky for the companies which need to obtain technical expertise 
from self-employed individuals. IRS "employment" audits can result in extreme penalties even in 
situations where all tax laws have been complied vnth. It is not unusual for IRS settlement 
agreements to call for the termination of worker contracts - with no input from the worker For the 
high tech worker who is self-employed the audit of a client frequently results in the loss of work or 
forces the consultant into an undesired employment status which is detrimental to the small business 
person who has made significant investments in that business. 

The problems wdth IRS employment classification audits have been plaguing U.S. 
companies and small businesses for years. Congress in 1978 enacted a safe harbor (Section 530) 
which was intended to provide temporary protection until such time as Congress could address the 
classification issue. Unfortunately Congress has been unable to agree on an appropriate definition 
of who is an employee and the Section 530 safe harbor has not proved to be a sufficient long term 
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solution. In addition, since 1986, high tech industries have been denied the protection of even that 
safe harbor. 

H.R. 1972 would resolve this problem by creating a safe harbor from employment classification for 
workers who are in business for themselves as indicated by specific conditions in the legislation. It would 
ensure that true small businesses are able to provide necessary services without threats of untimely contract 
termination due to IRS audits. H.R. 1972 would give our hi^ tech companies the ability to rely on experts 
without fear of unjust penalties for doing so, provided that those experts were truly separate businesses as 
defined within the le^slation. 

The Software Industry Coalition has joined with the Joint Venture: Silicon Valley Tax 
Council in issuing a report entitled "Employment Classification Issues & Possible Solutions". H.R. 

1972 implements the Coalition’s recommendations. Furthermore, H.R. 1972 is strongly supported 
by both self-employed consultants and by the companies who need their services. 

The Software Industry Coalition believes that H.R. 1972 will bring much needed relief to 
businesses in our industry. However, there is one technical correction should be made in H.R. 

1972: the act should apply to the entire title rather than to the subtitle. 

The Software Industry Coalition believes that H.R. 1972, by providing a clearly defined set 
of circumstances under which a service provider and service recipient can do business without fear 
of IRS interference, will by those provisions alone increase 1099 filing. That result would be due to 
the removal of the current existing disincentive to filing, the fi^ of an unreasonable employment 
classification audit. The additional requirement that 1099’$ be filed in order to fall under the “safe 
haibor” definitions of H.R. 1972 will even further increa^ 1099 filing. Whether any additional 
benefit would be provided by increasing penalties for non-filing is therefore difficult to determine. 

On the other hand, we believe that any increase in penalties MUST be accompanied by a safe 
harbor definition of who is not an employee, if we are to avoid doing additional damage to 
America’s small businesses. 

We would like to point out that it is also necessary to retarget penalties which currently 
exist for errors made in reporting taxpayer ID or SS #’s on 1099 forms. Currently it is the service 
recipient who is penalized if the worker provides an incorrect ID #. This is not appropriate, 
especially when the service recipient has no way to validate the correctness of that number. It is the 
service provider, whose ID # it is, who should be penalized for providing an incorrect ID #. 

While the IRS has developed a new classification settlement program, we note that it 
requires that workers be reclassified as employees in order to qualify. Unfortunately the worker’s 
preferences are not considered in this decision. The client can agree to reclassify the worker and 
then can discontinue the employment relationship. Furthermore, many consultants do not work as 
employees and the “settlement” program merely ensures that they lose a client. While we agree that 
the IRS is making some improvements in this area there is no obligation on the part of the IRS to 
maintain those improvements once the threat of legislation is removed. That is exactly why passage 
of H.R. 1972 is so necessary. U.S businesses should be able to rely on the law - not on the whims 
of the IRS - to protect their business relationships. 

This legislation is important to our country’s competitiveness in software and other high 
tech industries. It is time, indeed it is past time, fisr Congress to act on this issue. We strongly 
recommend that Congress move forward, amend HR 1972 to be effective for the entire title, and 
enact this important legislation. 

Please contact Kaye Caldwell, the Coalition’s Policy Project Director at 408-479-8743 if 
we can be of further assistance on this issue. 
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on 
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for submission to the 
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for the 

U.S. Chamber of Commerce 
by 

Wiliiam T. Sinclaire 

Senior Tax Counsel and Director of Tax Policy 
June 4, 1996 


The U.S. Chamber of Commerce — the world's largest business federation, 
representing 215,000 business members, 3,000 state and local chambers of commerce, 
1,200 trade and professional associations and 76 American Chambers of Commerce 
abroad — appreciates this opportunity to express its views on the classification of workers 
as employees or independent contractors for federal tax purposes. 

The proper classification of workers is a problem plaguing the small business 
community and was considered the most important small business issue by the delegates 
attending the 1995 White House Conference on Small Business. More than 96 percent of 
the Chamber's members are small businesses with fewer fiian 100 employees, 71 percent 
of which have fewer than 10 employees. It is vital to die growth and strength of our 
nation's small businesses that the current worker classification rules be clarified and 
simplified. 

It is crucial that a business properly classify its workers since such classification 
establishes who is responsible for paying, collecting and/or remitting various payroll 
taxes, such as income. Social Security and unemployment taxes, to Ae Internal Revenue 
Service (IRS). A business that hires employees to perform services is responsible for 
withholding payroll taxes fi'om the employees' wages and is subject to certain payroll 
taxes itself. In contrast, a business that hires independent contractors to perform services 
is not required to withhold payroll taxes from payments made to such workers and is not 
subject to any payroll taxes itself 

However, properly classifying workers can be arduous and risky for many 
businesses, given the complexity, ambiguity and subjectivity that exist in current law (the 
20-factor cotmnon-law test and the Section 530 safe-harbor rules). The unintentional 
misclassification of workers can lead to costly and time-consuming audits and the 
assessment of significant back taxes, penalties and interest by the IRS. To satisfy these 
levies, businesses sometimes lay off workers, sell productive assets or — in worst case 
scenarios — file for bankruptcy protection. 

CURRENT LAW 

20-Factor Test 

A worker is considered to be an employee if die business is able to "control” the 
way in which the worker's services are performed. If the business does not have such 
control over the service-provider, he or she is considered to be an independent contractor. 

In order to determine whether a business has the requisite control over a worker's 
services, a 20-factor test is applied. Some of these factors include: 
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• Does the business dictate how, when and where the work is to be 
performed? 

• What is the profit-making ability of the worker? 

• Does the worker provide services to others? 

• Does the worker use company-provided tools and/or materials? 

• What is the compensation arrangement between the business and the 
worker? 

Determining whether "control" exists fi'om these factors can be very subjective 
since they involve varying "facts and circumstances”. The 20-factor test, therefore, often 
leads to ^sputes between businesses and the IRS. 

Section 530 Safe-Harbor Rules 

If, imder the 20-factor test, a service-provider is determined to be an employee, he 
or she may still be treated as an independent contractor if certain "safe-harbor rules” are 
met. To qualify for independent-contractor status under these rules, the service-recipient 
must have a "reasonable basis" for treating the worker as an independent contractor, treat 
all workers in similar positions the same way, and file all required forms with the IRS. 

To have a reasonable basis for purposes of satisfying fire first condition, the business 
must rely on the results of a prior audit, judicial precedent, industry practice, or another 
acceptable basis. 

Statutory Employees / Statutory Nonemployees 

Certain types of workers are considered "statutory employees" and "statutory 
nonemployees" and, therefore, are not subject to the 20-factor test or the safe-harbor 
rules. For example, certain types of drivers, domestic workers and traveling salespeople 
are statutorily treated as employees, while real estate agents and direct sellers are treated 
as nonemployees, i.e., independent contractors. 

LEGISLATIVE PROPOSALS 

Several legislative proposals have been introduced in the 104th Congress which 
would establish clearer and more objective criteria for determining worker-classification 
status. 

The Independent Contractor Tax SimpUficadon Act of 1995 (H.R. 1972) 

Introduced by Representative Jon Christensen (R-NE), this bill would allow a 
worker to be treated as an independent contractor if the following three tests are met; 

(1) The worker either: 

(a) makes significant investments in assets and/or training, 

(b) incins significant umeimbursed expenses, 

(c) agrees to perform the service for a particular amount of time to achieve 
a designated result and accepts liability for damages for noncompliance 
without cause, 

(d) is paid primarily on a commission basis, or 

(e) purchases products for resale. 

(2) The worker either: 

(a) has a principal place of business other than at the firm, or 

(b) intends to offers services to other recipients. 
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(3) A written contract exists stating riiat die services are being provided and that 
die person providing the services will not be treated as an employee. 

In order to qualify under the above tests, a service-recipient would have to comply 
with all income-reporting requirements. 

The Independent Contractor Tax Simplification Act of 1996 (S. 1610) 

Introduced by Senators Christopher S. Bond (R-MO) and Don Nickles (R-OK), 
this biU is almost identical to H.R. 1972. 

The Independent Contractor Tax Fairness Act of 1995 (H.R. 582) 

Introduced by Representative Jay Kim (R-CA), this bill would accomplish four 
objectives. First, it would allow a worker to be treated as an independent contractor if the 
services are performed pursuant to a written contract, and one of the following criteria is 
met: 

(1) The worker can make a profit or suffer a loss; 

(2) The worker maintains a separate principal place of business other than at the 
firm and has a significant investment in facilities or tools; 

(3) The worker makes his/her services available to the public on a consistent 
basis and has provided such services as an independent contractor to at 
least one other service-recipient during the current or previous year; or 

(4) The worker is paid exclusively on a commission basis, and either. 

(a) has a principal place of business odier than at the firm, or 

(b) pays fair-market value for rent at tire firm. 

Second, it would require the Secretary of the Treasury to propose legislation that 
would provide objectively measurable standards for classifying workers who do not meet 
one of the foregoing criteria. Third, it would repeal tire safe-harbor rules and codify them 
with modifications. Finally, it would shifi the IRS' focus fi'om reclassifying workers to 
enforcing tax compliance among independent contractors by (a) increasing the penalties 
levied against service-recipients for failing to issue information returns (Form 1099) to 
service-providers and (b) requiring independent contractors to list their business income 
separately on their income tax returns. 

IRS' REVISION OF TRAINING MATERIALS 


The IRS recently released a draft of revised traiiting materials on the current 
worker-classification rules. The revised training materials, however, are limi ted in what 
they can accomplish. They caimot, and do not, change existing law. Their primary 
purpose is to train IRS examiners on worker classification issues. The present maze of 
rules needs to be simplified and made more objective. These goals cannot be met by 
issuing revised training materials; they can only be achieved through legislation because 
the IRS is statutorily precluded by Section 530(b) of the Revenue Act of 1978 fi'om 
issuing public guidance — such as regulations and revenue rulings — on the topic. 

CONCLUSION 


The Chamber believes strongly that simplification and clarification of the current 
worker classification rules is long overdue, and that the foregoing legislative proposals 
would help alleviate many of the problems associated with such rules. In addition to 
providing business owners with clearer and more objective criteria on which to make 
classification determinations, these proposals recognize the importance of independent 
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contractors in today's work environment. 

While the Chamber supports the foregoing legislation, there are several concerns. 
H.R, 1972, H.R. 582 and S. 1610, according to their sponsors, would maintain the 20- 
factor test and safe-harbor rules, and a literal reading of these bills supports such 
assertions. However, if any of these proposals, in their present or some modified form, is 
enacted into law, the proposal would be subject to interpretation by the IRS — a process 
involving the examination of the bill's legislative history and intent. Accordingly, the IRS 
could, depending on such bill's legislative history and intent, interpret the bill as repealing 
the 20-factor test and/or safe-harbor rules. This could be detrimental to businesses that 
currently rely on existing law to classify workers as independent contractors, but would 
be unable to do so imder new legislation. Therefore, it should be made absolutely clear 
in the bills' legislative language and/or history that neither the 20-factor test nor Ae 
Section 530 safe-harbor rules would be repealed or otherwise nullified. 

Furthermore, since H.R. 582 would repeal tire Section 530 safe-harbor rules and 
codify them in a modified form, particular attention should be given to protecting those 
businesses that have relied on the existing safe-harbor rules fi-om any adverse 
consequences resulting from the rule's demise and codification. 

We appreciate this opportunity to address this very important issue. 

o 
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